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The United States Court of Claims as a 
Forum for Tax Cases 
(First Installment) 
EDMUND W. PAVENSTEDT 


w United States Court of Claims celebrated its centennial in 
1955. On that occasion Assistant Attorney General Holland com- 
mented * on the fact that the Court of Claims was ‘‘ practically the 
final arbiter’’ of important claims ? for money judgments against the 
United States affecting ‘‘such matters as government contracts, the 
rights of government employees and the payment of just compen- 
sation for the taking of private property by the Government.’’ This 
system, he continued, had produced a consistent and authoritative 
body of law in those fields in which certainty and finality are of the 
utmost desirability to citizen and Government alike. 

No such claim can be made with respect to another area of the law, 
the tax field, from which presently about one-third of the Court’s 
business derives.* As a tribunal of original jurisdiction passing on 
tax questions, the Court of Claims shares this function with the Tax 
Court of the United States and the many federal district courts. Asa 


EpmunpD W. Pavenstept (A.B., Harvard University, 1920; LL.B., Yale Law School, 
1935), a member of the District of Columbia and New York Bars, was formerly Special 
Assistant to the Attorney General, Tax Division, Department of Justice. 

1 Address delivered at the 100th Anniversary of the United States Court of Claims in 
Washington, D. C., on October 27, 1955, mimeographed ‘‘ For Release in Morning Papers, 
Friday, October 28, 1955,’’ but apparently otherwise unpublished. 

2 Holland noted that the concurrent jurisdiction, in certain areas of the law, of the fed- 
eral district courts with the Court of Claims was, with only a few exceptions, limited to 
claims not exceeding $10,000 in amount. In tax cases, of course, this limitation no longer 
applies; see note 37 infra. 

3 This estimate is based on the number of decided cases and excludes those which are 
settled and the very numerous overtime pay and class cases. Willard L. Hart, Clerk of the 
Court, has kindly furnished the following information: as of June 30, 1959, there were 
6,172 cases pending, of which 3,958 were overtime pay cases and class cases, leaving a 
balance of 2,214 cases to be actually tried. Of these 2,214 cases, 538 were tax cases. The 
number of tax cases commenced during the last ten years is as follows: during fiscal year 
ended June 30, 1949—78; during fiscal year ended June 30, 1950—100; during fiscal year 
ended June 30, 1951—181; during court year ended Oct. 3, 1952—230; during court year 
ended Oct. 2, 1953—169; during court year ended Oct. 1, 1954—250; during court year 
ended Oct. 1, 1955—214; during court year ended Sept. 29, 1956—223; during court year 
ended Oct. 5, 1957—608; during court year ended Oct. 4, 1958—441. 

1 
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court whose tax decisions are subject to review only by the Supreme 
Court of the United States, it is on a parity with the eleven United 
States Courts of Appeals.* Under such circumstances, while the 
Court of Claims occupies a unique place in the judicial tax hierarchy, 
it lacks the ‘‘ predominant, if not exclusive, jurisdiction’’ ® which has 
enabled it to create uniformity in the other areas in which it func- 
tions. 

Possibly this lack of definitiveness accounts for the fact that al- 
though much has been written about the Court of Claims,® there is 
virtually nothing dealing with its functioning in the tax field.” Since 
the number of its decisions which deal with tax controversies has 
been steadily increasing, both relatively and absolutely,® since from 
time to time its tax decisions have been ‘‘highly publicized,’’ ® and 
since it is an unusual tax tribunal with respect to its position in the 
judicial hierarchy, its procedure, and its approach to certain facets 
of tax litigation, a discussion of the Court as a forum for tax cases 
does not seem amiss. This article is based on a study of the 300-odd 
reported decisions of the Court handed down during the 1949-1958 
decade 7° and of the Court’s rules, as well as on statistical and prac- 


4 Under Dean Griswold’s proposal, The Need for a Court of Tax Appeals, 57 Harv. L. 
REv. 1164 (1944), the Court of Claims in tax cases would be demoted to the status of a 
district court. But the proposal for a single Tax Court of Appeals has been ‘‘ by and large, 
. . . bitterly opposed’’ by the tax bar. Speech of Assistant Attorney General Rice to the 
Cornell Law Association, May 9, 1959, summarized in P-H { 32,255 (1959). 

5 See note 1 supra. 

6 See articles listed in Ellison, The United’ States Court of Claims: Keeper of the Na- 
tion’s Conscience for One Hundred Years, 24 Gro. WASH. L. REV. 255 n.16 (1956). 

7 McClure, Practice and Procedure in the United States Court of Claims, 27 TaxEs 201 
(1949), and Grainger, How to Handle a Tax Case in the United States Court of Claims 
and the Federal District Courts, P-H Tax IpEAs J 8026 (1956), as their titles indicate, 
deal primarily with procedural aspects. 

8 In 1946, just prior to the retirement of Chief Justice Whaley, the Court decided 13 tax 
cases, about 11 per cent of its reported decisions for that year; by 1958 the number of tax 
decisions had risen to 58 which, as stated, constituted about one-third of the Court’s busi- 
ness; both ratios are exclusive of overtime compensation and class cases. 

9 See 1 Pau, FepERAL ESTATE AND GIFT TAXATION § 10.14, 518 (1942), discussing the 
Court’s three successive opinions in the Bailey case involving the question whether when a 
life insurance policy had been irrevocably assigned, the proceeds were includible in the gross 
estate of the insured. A recent series of decisions handed down by the Court of Claims which 
attracted wide attention involved the so-called General Motors Frigidaire warranty cases, 
discussed at pp. 16-18 infra. 

10 Statistics appearing in this article, unless their source is stated, are based on these 
300-odd decisions and therefore are not entirely accurate in that they do not reflect con- 
solidated eases covered by a single opinion or cases decided without opinion. However, the 
percentages computed by the writer are substantially in accord with those which can be 
computed from the Annual Reports of the Commissioner of Internal Revenue for the fiscal 
years ending June 30, 1949 through June 30, 1957. The review of the Court’s decisions 
had to be so limited for practical reasons; even so, more time was spent on the Court of 
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tical information partly furnished by attorneys both within and out- 
side of the Government.” 


Tue Court’s Basic Duat Function 


At the centennial ceremony, the principal speakers emphasized 
that the Court of Claims had well fulfilled the dual function which 
was the objective of those who created the Court in 1855, namely, in 
the field of money claims against the United States, to protect the 
rights of both citizen and Government. 

The first function was stressed by Newell Ellison of the District 
of Columbia Bar, who pointed out that the Court was created as ‘‘a 
practical negative upon that vicious maxim, ‘the sovereign can do no 
wrong.’ ’’ ’* Ellison went on to quote from a statement by Charles 
A. O’Connor of New York in one of the earliest arguments heard by 
the Court of Claims in 1855, as follows: 

... Here equity, morality, honor and good conscience must be practically 
applied to the determination of claims, and the actual authority of these prin- 
ciples over governmental action ascertained, declared and illustrated in per- 
manent and abiding forms. ... 


O’Connor declared that the Court should establish a standard for 
governmental morality and urged the Court never to forget that it 
was ‘‘the keeper of the nation’s conscience.’’ Ellison hastened to add 
that this ‘‘high mission’’ was entrusted not only to the Court of 
Claims but to all of our federal courts. ‘‘But,’’ said he, ‘‘since this 
Court’s jurisdiction involves only the Federal Government, it may 
be said that it is specially charged with seeing to it that the United 
States does justice to its citizens.’’ 

Assistant Attorney General Holland concurred that while this was 
‘‘the dominant objective of those who sponsored the creation’’ of the 
Court, ‘‘there were also those who were greatly concerned with pro- 
tecting the Government against fraudulent claims’’ and to further 
this end wanted all important claims against the United States to be 
concentrated in a tribunal located at the seat of the Federal Govern- 


Claims Reports than that demanded by the tax decisions. So many fascinating subjects are 
covered by these reports, ¢.g., that the State of California is still suing the Federal Govern- 
ment for the cost of equipping several regiments of militia during the Civil War, California 
v. United States, 127 C.Cls. 624 (1954), that going into them for a specific purpose is like 
looking up something in the encyclopedia and reading four or five articles on wholly ex- 
traneous matters in addition to the information originally sought. 

11 Grateful acknowledgments are due to Assistant Attorneys General Charles K. Rice, 
George Cochran Doub, and Perry W. Morton; C. Guy Tadlock and Gilbert E. Andrews, 
of the Tax Division, Department of Justice; Joseph H. Sheppard, of the District of 
Columbia Bar, and Commissioner W. Ney Evans of the United States Court of Claims. 

12 See Ellison, supra note 6, at 252, 256-257. 
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ment ‘‘upon which the Attorney General could keep close watch.’’ * 

The Court’s role as ‘‘keeper of the nation’s conscience’’ can be 
illustrated in the tax field by the occasional case in which the Treas- 
ury’s zeal to protect the revenue may be thought to have outweighed 
considerations of equity." 

The case of Carroll Bailey * may serve as an example. Bailey oper- 
ated a restaurant in Washington, D. C., but in 1938 he had ‘‘numbers 
trouble’’ and went to jail for two years. As a result, he could not 
renew his restaurant license. Consequently, it was taken out by his 
brother Ernest, who was employed as a counterman at a small salary, 
and the restaurant profits were reported on returns headed ‘‘ Ernest 
Bailey, Railway Lunch”’ and signed by Ernest at his brother’s direc- 
tion. Brother Carroll filed returns in his own name covering divi- 
dends and other income. The Commissioner aggregated these re- 
turns, recomputed the tax and added a 50 per cent fraud penalty. 
All of these were paid, but the Commissioner refused to allow any 
credit for, or to refund, the taxes paid by ‘‘ Ernest Bailey, Railway 
Lunch.’’ The Court of Claims held that Carroll Bailey was the real 
taxpayer and that since he had paid the 50 per cent fraud penalty, 
no reason existed to impose on him the further penalty of double 
taxation. Said the Court: *® 


18 See note 1 supra. 

14 See, e.g., cases presenting the following defenses: Higginson v. United States, 113 
C.Cls. 131, 81 F.Supp. 254 (1948) (although Commissioner had all facts, refund claim 
rejected as defective because ‘‘depreciation’’ instead of ‘‘amortization’’ was term used 
therein) ; Chidester v. United States, 113 C.Cls. 87, 82 F.Supp. 322 (1949) (sick leave pay 
received in United States from bank’s foreign branch, in which decedent had worked 
many years, denied exclusion from gross income by reason of not being subject to foreign 
income tax, a condition precedent not included in section 116(a) (2) (1939)) ; Thornton v. 
United States, 121 C.Cls. 520, 102 F.Supp. 554 (1952) (claim for refund of Social Security 
taxes rejected as insufficient because more than one year included in Form 843, where form 
itself provided that separate claims for each year need be filed only with respect to income 
taxes) ; Harding v. United States, 125 C.Cls. 585, 113 F.Supp. 461 (1953) (taxpayer had 
loaned money to buy stock exchange seat to be used for benefit of his brokerage partner- 
ship; 1946 bad debt allowed because ‘‘ proximate to taxpayer’s business,’’ but disallowed 
for net operating loss purposes on ground that it was not ‘‘attributable to the operation 
of a trade or business regularly carried on by the taxpayer’’) ; Detroit Trust Co. v. United 
States, 131 C.Cls. 223, 130 F.Supp. 815 (1955) (suit for refund barred by six-year statute 
of limitations, although claim had never been rejected) ; Cia. Embotelladora v. United 
States, 134 C.Cls. 723, 139 F.Supp. 953 (1956) (denial of foreign tax credit for payment 
of Cuban production tax by reason of enactment in 1941 of Cuban income tax which was 
an additional tax; concededly, up to 1941 payment of the production tax entitled taxpayer 
to credit under section 131(h) (1939)); Bertueci v. United States, 137 C.Cls. 323, 146 
F.Supp. 949 (1957) (no joint return without permission to change accounting period 
even though wife had no income, because she filed on a different fiscal year basis before 
marriage when she worked and had income). 

15 Bailey v. United States, 122 C.Cls. 552, 104 F.Supp. 997 (1952). 

16 Id. at 1001. 
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.. The Government may not look to the substance of the transaction for pur- 
poses beneficial to its interest and disregard the substance for other purposes 
beneficial to the plaintiff’s interest. ... 


In National Metropolitan Bank of Washington™ the Commis- 
sioner, quite understandably, had included in a decedent’s gross 
estate life insurance proceeds payable to her son because the appli- 
cation for the policy showed retention of all incidents of ownership, 
including power to change the beneficiary. The latter had paid all 
premiums, the mother had no intention of exercising any of the 
powers, and she and her son regarded the policies as belonging to 
him alone. The retention of the incidents of ownership was due to 
the unauthorized action of the life insurance salesman in filling out 
the answers on the application. Under these circumstances the Court, 
speaking through Chief Judge Jones, said: 


We are not willing to disregard the manifest substance for a technical legal 
shadow. ... A legal technicality is a two-edged sword. The courts in many 
eases have rightly sought the substance in requiring the payment of taxes 
even though a framework of form would have indicated otherwise. If we look 
behind the form for the substance to prevent tax dodging, we should do the 
same to prevent a wrong against the taxpayer. . 

By every rule of fair play which we have known from our youth all the way, 
this tax should not be exacted. . 


These sentiments were reiterated in a case ** in which a taxpayer, 
relying on prior administrative practice, filed a claim for section 722 
(1939) relief with the Collector’s office in Chicago just before the 
deadline, only to be told that the Regulations required filing in 
Washington. In concluding that there had been constructive, if not 
actual, timely filing, the Court asserted: ”° 


We believe that the established practice of the Commissioner of accepting 
and processing claims for refund and relief when filed in the Chicago col- 
lector’s office superseded any technical regulation to the contrary. 

. To hold otherwise would be to reach a harsh and unjust result contrary 
to every rule of fair play known to us. 


17 National Metropolitan Bank of Washington v. United States, 115 C.Cls. 396, 87 
F.Supp. 773 (1950). 

18 Id. at 776; emphasis added. The Court also noted that the Government placed its 
principal reliance on cases dealing with trusts. It said that the trend of the decisions 
dealing with the interpretation of trusts and those dealing with the interpretation of in- 
surance policies had been in different directions. Trusts, since frequently established for 
the primary purpose of either avoiding or reducing taxes, are strictly construed, whereas 
the ‘‘many boilerplate provisions and fine-print stipulations’’ of insurance policies are 
liberally construed. 

19 Caspers Tin Plate Co. v. United States, 138 C.Cls. 217, 150 F.Supp. 845 (1957). 

20 Td. at 848 ; emphasis added. 
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The function of protecting the Government is exemplified by many 
tax cases reaching the Court through the normal channels,”* but a 
digression may be permitted to discuss its manifestation in the so- 
called Congressional reference cases, since these reflect a unique 
feature of the Court’s jurisdiction. Under special statutory provi- 
sions * the Court of Claims—and no other court—whenever either 
House of Congress refers to it a private bill for monetary relief has 
the duty of advising Congress as to the amount legally or equitably 
due from the United States to the claimant. 

A recent example of such a Congressional reference in a tax mat- 
ter is the decision in Edward R. Maher. In 1948, Maher, who had 
the Ford Agency in Dallas, Texas, created a family partnership with 
four of his children. The two older sons were at that time in the Navy 


21 See, e.g., Rudco Oil & Gas Company v. United States, 113 C.Cls. 206, 82 F.Supp. 746 
(1949) (distribution of purported dividend in kind held assignment of future income) ; 
Love v. United States, 119 C.Cls. 384, 96 F.Supp. 919 (1951) (refusal to disregard corpo- 
rate entity of real estate holding corporation which had served various business purposes 
and ‘‘was available ... at all times, like the musket behind the door, for use when 
needed’’) ; Dewsbury v. United States, 137 C.Cls. 1, 146 F.Supp. 467 (1956) (section 
152(a) (9) (1954) not to be construed literally to grant additional $600 exemption for 
wife as a dependent; statutory error cured by section 4 of Technical Amendments Act of 
1958) ; Republic Steel Corp. v. United States, 159 F.Supp. 366 (1958) (denial on liquida- 
tion of subsidiary of bad debt deduction based on inter-company note issued to dress up 
subsidiary ’s balance sheet, but without intent of creating any real indebtedness; book- 
keeping-wise note had been treated so casually that Court said it had been floating 
around on the books of both companies ‘‘as idle as a painted ship upon a painted ocean’’) ; 
Jennings v. United States, 168 F.Supp. 781 (1958) (rejects ‘‘ close technical construction’’ 
of section 31 of the Organic Act of Guam artd of section 251 (1939), which would result 
in exempting many persons in that territory from income tax, since it is duty of courts 
**to give intent to the acts of Congress which do not result in an absurdity’’). 

22 28 U.S.C. §§ 1492 and 2509 (1948) read: 

**§ 1492. Congressional reference cases. 

‘«The Court of Claims shall have jurisdiction to report to either House of Congress on 
any bill referred to the court by such House, except a bill for a pension, and to render judg- 
ment if the claim against the United States represented by the referred bill is one over 
which the court has jurisdiction under other Acts of Congress.’’ 

**§ 2509. Congressional reference cases. 

‘“Whenever any bill, except for a pension, is referred to the Court of Claims by either 
House of Congress, such court shall proceed with the same in accordance with its rules and 
report to such House, the facts in the case, including facts relating to delay or laches, facts 
bearing upon the question whether the bar of any statute of limitation should be removed, 
or facts claimed to excuse the claimant for not having resorted to any established legal 


remedy. 
‘*The court shall also report conclusions sufficient to inform Congress whether the de- 


mand is a legal or equitable claim or a gratuity, and the amount, if any, legally or equit- 
ably due from the United States to the claimant.’’ 

Section 2510 providing for Departmental references to the Court of Claims by the head 
of an executive department was limited in 1954 to ‘‘Referral of cases by Comptroller 
General.’’ 

23 Maher v. United States, 172 F.Supp. 689 (C.Cls. 1959). Although decisions resulting 
from Congressional references usually run on an average in excess of ten a year, they rarely 
involve tax claims. For other Congressional reference cases of that nature, see Braun v. 
United States, 98 C.Cls. 176, 46 F.Supp. 993 (1942); Abbott v. United States, 175 F.Supp. 
917 (C.Cls. 1959). 
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but did enter the business when they came home after the war; the 
two younger children were ‘‘partners’’ only by reason of interests 
in the business given them by their parents.** The Internal Revenue 
Service refused to recognize any of the children as partners and pro- 
posed a net deficiency of about $111,000. While the case was pending 
in the Tax Court, it was settled by stipulation on the basis of recog- 
nizing the two older children as partners for a net deficiency of 
$47,000. Thereafter a bill was introduced in the House under which 
the $47,000 were to be refunded to the Mahers. The Court of Claims, 
to which the bill was ‘‘referred,’’ concluded that under these cireum- 
stances the taxpayers were equitably estopped from asserting a 
demand for the return of money they paid in consideration of the 
waiver by the United States of a demand for more than twice what 
the taxpayers paid.”> And the Court so advised the House of Repre- 
sentatives. 

While this brief sketch of the Court of Claims’ approach in tax 
cases, measured by the yardstick of the dual function in the minds of 
its creators, may be of some general interest, it searcely answers the 
tax practitioner’s inquiry of when, as a practical matter, he should 
take his case to the Court of Claims. The balance of this article will 
address itself to a number of considerations which may be useful in 
formulating a reply. 


24 By reason of Texas community property law Mrs. Maher owned half of the agency. 

25 Citing Guggenheim v. United States, 111 C.Cls. 165, 77 F.Supp. 186 (1948), cert. 
denied, 335 U.S. 908 (1949), in which the taxpayer in connection with an administrative set- 
tlement of a proposed deficiency had executed a customary Form 870 waiver which, however, 
included agreement by him not to file a claim for refund. Thereafter the weight of author- 
ity seemed to have swung the other way because such an agreement was not statutory (in 
contrast to agreements under sections 3760 and 3761 (1939); sections 7121 and 7122 
(1954) ) or was deemed unilateral and hence not binding, and in any event, as not giving 
rise to equitable estoppel, since the United States has the right to open its barred claim by 
way of setoff. See cases cited in Bank of New York v. United States, 141 F.Supp. 364 
(S.D.N.Y. 1956). Recently, however, there have been several decisions sustaining the Com- 
missioner’s affirmative defense of estoppel: Schneider v. Kelm, 237 F.2d 721 (8th Cir. 
1956) ; Girard v. Gill, 243 F.2d 166 (4th Cir. 1957) ; Daugette v. Patterson, 250 F.2d 753 
(5th Cir. 1957) ; and Cain v. United States, 255 F.2d 193 (8th Cir. 1958). It seems sig- 
nificant that three of these cases, like the Maher case, involved related taxpayers, such as 
purported partners, who had become entitled to refunds in the administrative settlement 
and who were protected by the running of the statute of limitations by the time the domi- 
nant taxpayer sought the previously renounced refund. Clearly, the equities for the Govern- 
ment are much stronger in such a situation than where a taxpayer who has made a settle- 
ment and agreed not to file a refund claim later files such a claim which does not seek to 
reopen the issues involved in the settlement but is based solely on an entirely unrelated 
ground created, say, by retroactive legislation which necessarily was not in the minds of 
any of the parties at the time of the settlement. See Ohl, Implications of Form 870 and 
Related Taz ‘‘ Settlements,’’ 11 U. Pirr. L. Rev. 173 (1950) ; Freeman, How to Use Waiver 
Forms 870 and 870 AD Properly to Get Desired Tax Treatment, 10 J. TAXATION 227 
(1959). . 
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PayMEnT as ConpITIon Precepent May Precuupe CHoice or Forum 


Choice of forum may be circumscribed by inalibity or inadvisa- 
bility of paying first and then litigating. When the Board of Tax 
Appeals was created by the Revenue Act of 1924, the principal mo- 
tive was to remedy the ‘‘great financial hardship and sacrifice’ 
caused by ‘‘the payment [as a condition precedent to litigation] of 
a large additional tax on income received several years previous... 
which may have, since its receipt, been either wiped out by subse- 
quent losses, invested in nonliquid assets, or spent.’’?* Or again, 
proposed inclusion on debatable grounds in a deceased settlor’s 
gross estate of a large inter vivos trust with greatly appreciated 
assets may relegate the executor to the Tax Court in a case where 
payment of the potential deficiency would necessitate prior realiza- 
tion by the trust of huge capital gains. Other instances will readily 
occur which, as a practical matter, may mean that there is no real 
choice of forum, since the taxpayer simply cannot, or as a fiduciary 
should not, pay first and then sue. 


Cuo1ce oF Forum May Br Controuuep By Prior Decision 


Secondly, choice of forum may be conclusively determined by a 
precedent on all fours or by a decision in a closely analogous situa- 
tion. In this connection, the writer’s review of the Court of Claims 
decisions in the 1949-1958 decade has disclosed certain areas (often 
limited to rather specialized issues) in which the Court of Claims 
appears to be more favorable to the taxpayer than other courts, par- 
ticularly the Tax Court,” and other areas in which the reverse seems 


to be true.”8 


26 H.R. Rep. No. 179 and 8S. Rep. No. 398, both 68th Cong., 1st Sess. (1924), 1939-1 
Cum. Buu. (Part 2) 241, 246-247, 266, and 272. It has recently been held that a United 
States District Court has no jurisdiction to entertain a suit for refund based on partial 
payment of a deficiency. Flora v. United States, 357 U.S. 63 (1958), rehearing granted, 
June 22, 1959. The reasoning of this decision would seem equally applicable to the Court 
of Claims. 

27 Areas in which the Court of Claims is more favorable than other courts, primarily the 
Tax Court: 

Deduction of divorce legal fees incurred to protect control stock. Compare McMurtry v. 
United States, 132 C.Cls. 418, 132 F.Supp. 114 (1955), with Arthur B. Baer, 16 T.C. 1418, 
(1951), rev’d, 196 F.2d 646 (8th Cir. 1952) ; F. C. Bowers, 25 T.C. 452 (1955), rev’d, 243 
F.2d 904 (6th Cir. 1957); Joseph Lewis, 27 T.C. 158 (1956), aff’d, 253 F.2d 821 (2d 
Cir. 1958) ; Shelby Owens, 17 TCM 519 (1958). 

Depreciation allowed on building bought with intent to demolish eventually, but mean- 
while rented. Compare Mechanics & Merchants Bank v. United States, 164 F.Supp. 246 
(1958), with Lynchburg N.B. & T. Co., 20 T.C. 670 (1953). 

Reasonable compensation. Compare Rogers, Inc. v. United States, 118 C.Cls. 126, 93 F.Supp. 
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ConsmErRATIONS IF Cuoice or Forum Is UNTRAMMELLED 


If, however, the taxpayer can conveniently pay first and there is 
no decided case which imperatively determines his choice of forum, 


1014 (1950), and Brown-Forman Distillers Corp. v. United States, 132 C.Cls. 460, 132 
F.Supp. 711 (1955), with Wood Roadmixer Co., 8 T.C. 247 (1947); Smith & Sons Co., 
6 TCM 529, aff’d, 184 F.2d 1011 (6th Cir. 1950) ; University Chevrolet Co., 16 T.C. 1452, 
aff ’d, 199 F.2d 629 (5th Cir. 1952). 

Repairs or capital improvements? Compare Kansas City Southern Railway Co. v. United 
States, 125 C.Cls. 287, 112 F.Supp. 164 (1953), with Texas & Pacific Railway Co., 1 TCM 
863 (1943). 

Carryover and carryback after statutory merger. Comvare Koppers Co., Ine. v. United 
States, 133 C.Cls. 22, 134 F.Supp. 290 (1955), cert. denied, 353 U.S. 983 (1957), with 
California Casket Co., 19 T.C. 32 (1952), and Gallo Winery, 12 TCM 414, rev’d, 227 F.2d 
699 (9th Cir. 1955). See I.R.C. §§ 381 and 382 (1954). 

Treatment of gain from sale of lots. Compare Garrett v. United States, 128 C.Cls. 100, 120 
F.Supp. 193 (1954), with Milton S. Yunker, 26 T.C. 161 (1956), rev’d, 256 F.2d 130 (6th 
Cir. 1958). See I.R.C. § 1237 (1954). 

Treatment of gain on sales of real estate made in getting out of a business. Compare 
Western & Southern Life Ins. Co. v. United States, 163 F.Supp. 827 (1958), with Curtis 
Co., 23 T.C. 740, rev’d, 232 F.2d 167 (3d Cir. 1956), and Robert W. Dillon, 12 TCM 338, 
(1953), rev’d, 213 F.2d 218 (8th Cir. 1954). 

Treatment of gain on author’s sale of movie or other rights. Compare Herwig v. United 
States, 122 C.Cls. 493, 105 F.Supp. 384 (1952), and Gershwin v. United States, 153 F.Supp. 
477 (1957), with Clifford H. Goldsmith, 1 T.C. 711 (1943), aff’d, 143 F.2d 466 (2d Cir. 
1944), 

Business corporation qualifies for exemption if operated as charitable institution although 
not organized as such. Compare Dillingham Transportation Building v. United States, 137 
C.Cls. 389, 146 F.Supp. 953 (1957), with Sun-Herald Corp. v. Duggan, 160 F.2d 475 (2d 
Cir. 1947), and Universal Oil Products Co. v. Campbell, 181 F.2d 451 (7th Cir. 1950). 
Future commissions distributed in liquidation not taxable to corporation. Compare Tele- 
phone Directory Advtg. Co. v. United States, 135 C.Cls. 670, 142 F.Supp. 884 (1956), with 
J. Ungar, Inc., 26 T.C. 331 (1956), aff’d, 244 F.2d 90 (2d Cir. 1957). 

‘*Interest’’ on deferred legacy not taxable income. Compare Davidson v. United States, 
137 C.Cls, 416, 149 F.Supp. 208 (1957), with Minnie L. Wolf, 32 B.T.A. 959 (1935), aff’d, 
84 F.2d 390 (3d Cir. 1936), and W. W. Clarke, 3 TCM 758 (1944). 

Interest on refund of estate tax due to overstating net estate in return. Compare Fahne- 
stock v. United States, 119 C.Cls. 41, 95 F.Supp. 232 (1951), and Morgan & Co. v. United 
States, 136 C.Cls. 748, 145 F.Supp. 927 (1956), with Guaranty Trust Co. v. United States, 
192 F.2d 164 (2d Cir. 1951) ; See Rev. Rul. 55-69, 1955-1 Cum. Bu... 461. 

Maintenance of inconsistent position for purposes of section 3801 (1939). Compare Moul- 
trie Cotton Mills v. United States, 138 C.Cls. 208, 151 F.Supp. 482 (1957), with United 
States v. Dubuque Packing Co., 233 F.2d 453 (8th Cir. 1956). 

Adjustment under section 734 (1939). Compare National Biscuit Co. v. United States, 156 
F.Supp. 916 (1957) (adjustment is available for any prior year which is directly affected 
by the inconsistent treatment in a base period year), with Crown Zellerbach Paper Co., 
8 T.C. 511 (1947) (adjustment is available only for a year pertinent to the fixing of the 
excess profits tax liability, i.e., a base period year). 

Income item sufficiently shown on return to preclude applicability of five-year limitation 
statute. Compare Lazarus v. United States, 136 C.Cls. 283, 142 F.Supp. 897 (1956), with 
Arthur L. Lawrence, 27 T.C. 713 (1957), rev’d, 258 F.2d 562 (9th Cir. 1958), and Estate of 
C. P. Hale, 1 T.C. 121 (1942). See Colony, Ine. v. Comm’r, 357 U.S. 28 (1958) (1939 Code), 
and I.R.C. § 6501(e) (1) (A) (ii) (1954). 
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what general and specific considerations are there which might in- 
duce his counsel to seek or to avoid the Court of Claims? On the basis 
of simple arithmetical statistics it is not a ‘‘taxpayer’s court’’ to any 
greater extent than are, collectively, the United States district 
courts.”® The figures show: 





For For 
Taxpayer Government Mixed 
Court of Claims®® 52% 44% 4% 
District Courts*! 49% 43% 8% 


Nor is it appreciably easier to settle with the Government a tax 
refund suit pending in the Court of Claims than a similar suit filed 


Transfer of inventory to subsidiary to avoid increase in manufacturer’s excise tax. Com- 
pare Standard Oil (Ohio) v. United States, 131 C.Cls. 644, 130 F.Supp. 821 (1955), with 
Continental Oil Co. v. Jones, 113 F.2d 557 (10th Cir. 1940). 
Common law test applies to determine employer-employee relationship for Social Security 
tax purposes. Compare Edwards v. United States, 168 F.Supp. 955 (C.Cls. 1958) (reject- 
ing so-called ‘‘ economic reality’’ test), with Ringling Bros. v. Higgins, 189 F.2d 865 (2d 
Cir. 1951). 

28 Areas in which Court of Claims is less favorable than other courts: 
Net operating loss where unprofitable part of business abandoned. Compare Appleby v. 
United States, 127 C.Cls. 91, 116 F.Supp. 410 (1953), with Helen Goble, 23 T.C, 593 (1954). 
See I.R.C. § 172(d) (4) (A) (1954). 
Nature of loss where stock bought to obtain inventory, etc. Compare Chase Candy Co. v. 
United States, 130 C.Cls, 102, 126 F.Supp. 521 (1955), with Western Wine & Liquor Co., 
18 T.C. 1090 (1952) (approved in Rev. Rul. 58-40, 1958-1 Cum. BULL. 275). 
Treatment of gain on sale of annuity contract before maturity. Compare Arnfeld v. United 
States, 163 F.Supp. 865 (1958), with Perey W. Phillips, 30 T.C. 866 (1958) (endowment 
policy). 
No loss deductible on redemption of debentures issued in tax-free exchange for assets 
having basis lower than par value of debentures. Compare Montana Power Co. v. United 
States, 159 F.Supp. 593 (1958), with American Smelting & Refining Co. v. United States, 
130 F.2d 883 (3d Cir. 1942). 
Where rental property is used in a taxpayer’s trade or business which is not his principal 
trade or business. Compare Bauer v. United States, 168 F.Supp. 539 (1958) (dictum), with 
John D. Fackler, 45 B.T.A. 708, aff’d, 133 F.2d 509 (6th Cir. 1943); Leland Hazard, 7 
T.C. 372 (1946), and Irving R. Stratton, 17 TCM 1066 (1958). 
Assessment without prior issuance of 90-day letter not necessarily void. Compare Lyddon 
& Co., Inc. v. United States, 158 F.Supp. 951 (1958), cert. denied, 358 U.S. 832 (1957), 
with Ventura Consol. Oil Fields v. Rogan, 86 F.2d 149 (9th Cir. 1936). 
Excise tax refund for expendable articles used in manufacture. Compare Chrysler Corpo- 
ration v. United States, 137 C.Cls. 821, 149 F.Supp. 381 (1957), with Western Cartridge 
Co. v. Smith, 121 F.2d 593 (2d Cir. 1941). 
Agreement not to file refund claim binds taxpayer. Compare Guggenheim vy. United States, 
111 C.Cls. 165, 77 F.Supp. 186 (1948), with Bank of New York vy. United States, 141 
F.Supp. 364 (S.D.N.Y. 1956), and cases cited therein. 

29 No comparable statistics are available for the Tax Court. 


30 Author’s computation for 1949-1958, 
31 Comm’R Int. Rev. ANN. REP. JUNE 30TH FiscaL YEARS 1949-1957. 
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in the district court. The settlement procedure within the Tax Divi- 
sion of the Department of Justice is the same. Here the percentages 
are: 


Court of Claims—fiseal years 1947—-1958—46% #2 
District Courts—fiscal years 1947-1958—49% *? 
Tax Court—fiscal years 1949-1957—74% *8 


So also, there is little reason to select either the Court of Claims 
or your local district court on the basis of any putative difference in 
the caliber of the Government attorney who will oppose you. Tax 
litigation in all district courts, except the Southern District of New 
York and the two California Districts, is handled exclusively by at- 
torneys sent out from Washington. These, it is understood, are being 
picked for appearance both before the Court of Claims and the dis- 
trict courts more and more out of the Tax Division’s general pool of 
trial lawyers. The old Court of Claims subdivision within the Tax 
Division, which for years concentrated all Court of Claims tax cases 
in a handful of attorneys, has been abolished, but naturally such of 
these attorneys as remain in service still do Court of Claims work 
preponderantly. 

Such neutral information obviously is hardly persuasive. More 
significant may be the relative amounts involved in cases brought in 
the Court of Claims and in the other nisi prius tax tribunals. Tax 
cases pending on September 1, 1958 reflect the following: * 


Total Amount Average Amount 
Number Involved Per Case 
Court of Claims 449 $ 264,000,000 $589,000%5 
District Courts 2,122 232,000,000 110,000 
Tax Court 13,220 1,044,000,000 79,000 


PossiBLE DisaADVANTAGES OF SUING IN THE Court oF CLAIMS 


Expense of litigating in Washington. From the above table the in- 
ference might be drawn that litigation in the Court of Claims is so 
expensive as to be advisable only if the case involves a very substan- 
tial amount. Support for this notion is found in the Report of the 


32 Tax Division, Department of Justice. 

33 See ComMM’R INT. REV., op. cit. supra note 31. The higher percentage of settlement in 
the Tax Court may be due to the feeling of settlement-minded taxpayers that there is some 
advantage in allowing the case to get into the post-90-day letter status. 

34 Tax Division, Department of Justice. 

35 Cases pending before the Court of Claims included 33 of the so-called ‘‘ warranty 
cases’’ (see pp. 15-18 infra), involving about $32,000,000, but these do not significantly 
affect the average amount per case set forth in the table. 
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House Committee on the Judiciary ** to accompany the bill which in 
1954 removed the $10,000 limitation in suits against the United 
States for refund of taxes brought in the district courts.** The Com- 
mittee said : * 


The original reason for creating the limitation evidently was the feeling that 
taxpayers wealthy enough to be assessed taxes in excess of $10,000 could 
afford to go to Washington and pursue his rights in the Court of Claims. The 
remedy in the district court was created for the purpose of giving the smaller 
taxpayers who could not afford to pursue an action in Washington a practical 
remedy. The committee thinks that the greatly increased tax burden and the 
great increase in litigation of this type which it has produced has made the 
fixing of any such monetary dividing line between remedies available to dif- 
ferent taxpayers no longer practical or desirable. It is our opinion that all 
taxpayers, regardless of their financial status, should be permitted to pursue 
his remedy in the jurisdiction where he resides, or where the tax accrued, and 
not be required to go to the expense and practical difficulty of taking himself, 
his records, and his witnesses to Washington, procuring Washington counsel 
and trying his case before the Court of Claims. 


To a certain extent, the Committee appears to have been misin- 
formed. It is not necessary for the taxpayer to take his witnesses to 
Washington.* It is by no means essential that he procure Washing- 
ton counsel. Of approximately 300 cases decided with opinion in 1949 
to 1958, 47 per cent were argued by Washington counsel,*® and some 
of these represented local Washington business.*! Slightly more than 
half of the approximately 300 cases involved witnesses and the tak- 
ing of evidence, and 45 per cent of these 157 cases were handled by 
Washington counsel.*” 

Applying the good old ‘‘ proof of the pudding’’ maxim, we do find, 
however, that the number of tax cases filed in the district courts has 


36 H.R. Rep. No. 659, 83d Cong., Ist Sess. 2 (1954). 

87 Act of July 30, 1954, Pub. L. No. 559, 68 Star. 589, amending 28 U.S.C. § 1346 (a) (1) 
(1954). 

88 See H.R. Rep. No. 659, 83d Cong., Ist Sess. 2 (1954). 

89 See pp. 24-28 infra, where the Trial Commissioner procedure of the Court of Claims is 
discussed. 

40 Washington counsel argued 131 cases, New York firms 68, Chicago firms 11, and 
lawyers from all other localities 76. In five cases taxpayers appeared pro se and were 
uniformly unsuccessful. Washington counsel won 62 per cent of their cases, thus bettering 
the general average. See p. 11 supra. 

41 Z.g., Carroll Bailey v. United States, supra note 15; National Metropolitan Bank of 
Washington v. United States, supra note 17; National Metropolitan Bank of Washington 
v. United States, 125 C.Cls. 37, 111 F.Supp. 422 (1953); Washington Title Ins. Co. v. 
United States, 133 C.Cls. 164, 135 F.Supp. 426 (1955); Maragon v. United States, 139 
C.Cls. 544, 153 F.Supp. 365 (1957); Milton S. Kronheim & Co. v. United States, 163 
F.Supp. 620 (1958). 

42 Author’s statistics. 
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increased by 47-1/2 per cent since the $10,000 limitation was lifted, 
whereas the Court of Claims shows an increase of only about 16 per 
cent for the same period.** This shift may to some extent be moti- 
vated by the factor of expense, in which connection the Court of 
Claims requirement of printed pleadings, briefs, and exceptions “* 
may also have some influence. 

Unusual trial commissioner procedure. The procedure in the Court 
of Claims, involving as it does officers of the Court known as trial 
commissioners,* is quite different from that of the Tax Court ** or 
of the local district court with which the average tax practitioner is 
usually much more familiar. 

Unusual features of the Court’s rules. The rules of the Court of 
Claims, although by and large similar to the Federal Rules of Civil 
Procedure, do deviate sufficiently so as to require special study. For 
example, in the first opinion in the Jennings case ** a motion for sum- 
mary judgment, which would have been timely in a district court, was 
dismissed as premature because the defendant had not yet filed a 
responsive pleading.*® 


43 Comparison is between cases received by Tax Division, Department of Justice, during 
the two fiscal years ended June 30, 1955 and June 30, 1958. 

44C.CLs. RR. 1(b), 46(f), and 82(a). This requirement may be waived by the Court on 
motion assigning good and sufficient cause. (R. 82(¢)). Also, multilith or offset duplicat- 
ing, which is often half as expensive, may be used in lieu of printing (R. 82(b)). 

45 This procedure is discussed infra pp. 24-28. 

46 The Presiding Judge of the Tax Court also has power to designate Commissioners. 
I.R.C. § 7456(¢) (1954). In practice, however, almost nothing but section 722 (1939) (ex- 
cess profits tax) and renegotiation cases have been referred to Tax Court Commissioners. 
Ash, How To Handle Proceedings Before Tax Court Commissioners, P-H Tax IpEAs { 
8024.1 (1956). 

47 See Jennings v. United States, 155 F.Supp. 571 (1957) (R. 51(a) differs from Fen. 
R. Crv. P. 56(a) ). Since this decision was vacated and withdrawn on another ground, 168 
F.Sup. 781 (1958), it will probably not be published in the reports of the Court. In some 
instances it is necessary to consult the Federal Supplement for the complete decisional 
listing of a litigation. See, e.g., the Second and Third (First Opinion) Cases in the Gen- 
eral Motors, Frigidaire Division, series of decisions, infra note 60. Furthermore, the Court 
of Claims Reports appear with some delay; as this is being written the last published vol- 
ume is No. 140, reporting to the end of 1957. Hence, only the F.Supp. citation is given for 
later decisions. 

48 Formerly, the Court of Claims Rules provided that the petition, if filed by a citizen, 
must set forth that the plaintiff had at all times borne true allegiance to the Government 
of the United States. Rules revised to July 2, 1945, I, General Rules of Procedure (B) 
10(f). This rule reflected section 159 of the Judicial Code which was derived from an Act 
of March 3, 1863, ch. 92, § 12, 12 Stat. 767, designed to prevent ex-Confederates from suing 
the United States. The writer has been told that around 1935 it was effectively used to 
obtain dismissal of a suit for refund filed by a taxpayer who was a naturalized citizen. 
Government counsel asked only two questions: (1) What was your former nationality? 
Austrian, (2) What were you doing in 1917 and 1918? Fighting the Russians. This partic- 
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Its decisions may be subject to delayed reversal. A decision of the 
Court of Claims may be subject to the vicissitude of a delayed re- 
versal by the Supreme Court, coming much later than would have 
been possible in a case originating in the Tax Court. While this 
occurs once in a blue moon, it has happened. 

In Ohio Power Company * the Court of Claims followed one of its 
decisions,” which the Government had not tried to take up, and held 
that the limitation to 35 per cent in a ‘‘ Necessity Certificate’’ granted 
by the War Production Board was invalid as contrary to the stat- 
ute. Consequently, it held the taxpayer entitled to accelerated amor- 
tization of the total cost of the emergency facility. The Supreme 
Court denied certiorari in the Ohio Power case on October 17, 1955, 
and the Government’s timely petition for rehearing was denied De- 
cember 5, 1955.54 

Thereafter a conflict arose on the same issue, and the Government 
petitioned for certiorari in another Court of Claims case, Allen- 
Bradley. At the same time, on May 3, 1956, the Government peti- 
tioned for leave to file a second petition for rehearing in the Ohio 
Power case, which was denied on May 28, 1956, because it was both 
long out of time and ‘‘consecutive.’’ ** Thus for the third time the 
Supreme Court refused to take the Ohio Power case. Nevertheless, 
two weeks later, on June 11, 1956, the Court, incident to its granting 
certiorari in the Allen-Bradley case, vacated sua sponte its order of 
December 5, 1955, denying the Government’s original timely petition 
for rehearing in the Ohio Power case. In January, 1957, the Su- 
preme Court in Allen-Bradley decided the issue in favor of the Gov- 
ernment © and on April 1, 1957 it granted the Government’s petition 
for rehearing in the Ohio Power case, some 16 months after it had 
originally been denied, and reversed the Court of Claims.*® 


ular trap no longer exists, since the underlying statute codified as 28 U.S.C. § 265 (1911), 
was repealed by Act of June 25, 1948, ch. 646, § 39, 62 Srar. 992, 996, effective Sept. 1, 
1948, For another unusual example of the Court of Claims’ jurisdiction having an inter- 
national flavor in tax and other cases, see its recent decision in Zalemanis et al. (June 3, 
1959) (citizen of Latvia held entitled to sue in Court of Claims for refund of interest on 
taxes because United States still recognizes Republic of Latvia which, so long as its courts 
were functioning, met reciprocal requirement of 28 U.S.C.A. § 2502 (1911); claim, how- 
ever, denied on merits). 

49 Ohio Power Company v. United States, 131 C.Cls. 95, 129 F.Supp. 215 (1955). 

50 Wickes Corp. v. United States, 123 C.Cls. 741, 108 F.Supp. 616 (1952). 

51 United States v. Ohio Power Co., 350 U.S. 862, 919 (1955). 

52 Allen-Bradley Co. v. United States, 134 C.Cls. 800 (1956). 

53 United States v. Ohio Power Co., 351 U.S. 958 (1956). 

54 Id. at 980. 

55 United States v. Allen-Bradley Company, 352 U.S. 306 (1957). 

56 United States v. Ohio Power Co., 353 U.S. 98 (1957). 
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Justice Harlan in his dissent noted: 7 


... Had this case come to us from the Tax Court, our Court would have had 
no power to do what it has done, it being well established that when certiorari 
has been denied the power of this Court to affect decisions of the Tax Court 
ends with the denial of a petition for rehearing, or, where no such petition 
has been filed, with the running of the 25-day period within which rehearing 
may be sought. ... The undesirability of according different treatment to tax 
ceases arising from different sources scarcely requires comment... . 


No right to a jury trial. When certain tax issues are involved, a 
jury trial, which is available only in a United States district court, 
may be desirable. It is the writer’s impression, gained by osmosis in 
thumbing through the weekly tax service supplements, that juries 
are favorable to taxpayers in contemplation of death cases. One of 
the tax services, no doubt on better authority, asserts the same con- 
clusion with respect to family partnership questions, unreasonable 
accumulations surtax, and stockholder loans as business bad debts. 

Court is occasionally charged with imconsistency. From time to 
time courts in general are charged in the press and elsewhere with 
‘‘reversing’’ themselves or rendering ‘‘inconsistent’’ decisions in 
cases involving the same issue. This criticism, which the Court of 
Claims has not escaped, often fails to take into account the duty of 
a court to decide each particular case on the record which has been 
made in that case. If this basic point is kept in mind, the charge that 
some decision is ‘‘inconsistent’’ with some prior decision rendered 
by the same tribunal—and often with only a brief intervening period 
of time—will usually prove groundless. The classic example is, per- 
haps, a string of decisions rendered by the Board of Tax Appeals 
fixing the year in which the stock of Middle West Utilities Company, 
the old Insull holding company, became worthless.” In these cases 
the Board reached three different results, each based on the record 
in the particular case before it. 

If the recent and highly-publicized Court of Claims ‘‘warranty 
cases’’ © and the less well-known recent transportation tax cases “' 


57 Id. at 110. Justices Frankfurter and Burton joined in this dissent. Justices Brennan 
and Whitaker took no part, so that this was a 4-3 decision. Under these circumstances, it 
appears odd that the majority opinion was rendered per curiam. 

58 R.I.A, FEDERAL TAX CooRDINATOR J] U-1308 and U-1309. 

59 George H. Horning, 35 B.T.A. 897 (1937) ; Mary S. Peabody, 38 B.T.A. 1086 (1938) ; 
Benjamin Mahler, 40 B.T.A. 1381, aff’d, 119 F.2d 869 (2d Cir. 1941). 

60 General Motors Corp., Frigidaire Division v. United States (First Case), 128 C.Cls. 
465, 121 F.Supp. 932 (1954) ; General Motors Corp., Frigidaire Division v. United States 
(Second Case), 146 F.Supp. 220 (C.Cls. 1956) ; General Motors Corp., Frigidaire Division 
v. United States (Third Case, First Opinion), 147 F.Supp. 739 (C.Cls. 1957) ; General 
Motors Corp., Frigidaire Division v. United States (Third Case, Second Opinion), 163 
F.Supp. 854 (C.Cls. 1958). ‘ 

61 Swift & Co. v. United States, 136 C.Cls. 394, 144 F.Supp. 956 (1956) ; Armour & Co. 
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are read with this caveat in mind, it will readily appear that changed 
or previously undisclosed facts were responsible, either exclusively 
or at least to a large extent, for the variations in the decisions. A 
somewhat detailed discussion of these two categories of cases will 
illustrate the point. 

Before 1937, Frigidaires were sold with a general one-year war- 
ranty included in the purchase price and an optional warranty for a 
longer period of a sealed-in mechanical unit for which originally an 
extra charge of $18 was made. By degrees this was reduced to $10. 
That price was cut in half in 1937, but the new low $5 charge was 
made mandatory. Although it was billed as a separate item for the 
so-called ‘‘Five Year Protection Plan,’’ nevertheless if you bought 
a Frigidaire, you had to pay the additional $5. The Government col- 
lected the ten per cent manufacturer’s excise tax ® on the total price, 
including the $5, and General Motors brought suit for refund. 

Its theory was that it was selling a refrigerator plus something 
else and that the charge for the something else was not subject to the 
ten per cent tax. The Government said it was selling merely a war- 
ranted refrigerator. In the alternative, the company contended that 
if the $5 was part of the taxable price, then such amounts as it ex- 
pended to fulfill the warranty were an ‘‘allowance’’ within that pro- 
vision of the excise tax statute which permits a reduction in the 
purchase price, and hence in the tax, to the extent of any downward 
readjustment of the sales price ‘‘by a bona fide discount, rebate or 
allowance.’’ * Three judges rejected the first argument but accepted 
the alternative, which meant a result of half a loaf since the cost of 
fulfilling the warranty (as developed in the later cases) averaged 
out at about $2.50. The two dissenters, Judges Whitaker and Little- 
ton, agreed with the company that it was selling a refrigerator for 
X dollars and the five-year warranty for an extra $5. The majority 
reasoned that in any sale of merchandise there is an implied war- 
ranty of fitness and that in the sale of Frigidaires this implied war- 
ranty had been replaced by an express warranty of all parts for one 
year in addition to the five-year warranty of the sealed-in unit for 
which the specific $5 charge was made. It said it could see no differ- 
ence between the two express warranties. 

That was the first General Motors Frigidaire case. It involved tax 
on sales made between May 10, 1937 and the end of 1941. In the Sec- 


y. United States, 159 F.Supp. 380 (1958) ; Armour & Co, v. United States, 169 F.Supp. 
521 (C.Cls. 1959) (Laramore, J., dissenting). 

62 T.R.C. § 3405 (1939). 

63 I.R.C. § 3443(a) (2) (1939). 
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ond Case, which covered tax paid for 1942 through 1944, the majority 
followed the First Case, with Judge Madden again writing the 
opinion in which Judge Littleton, who had dissented in the First 
Case, joined. The holding was the same, but Judges Jones and Lara- 
more, concurring, evolved the limitation that ‘‘recovery in such 
cases is and should be limited to the cost incident to a protective plan 
that goes beyond the customary guarantee or service applicable in 
the trade generally.’’ This decision came down in November, 1956. 

The Third Case involved tax on 1945 through 1951 sales. Frigid- 
aire, in the face of the just quoted concurring opinion, now asserted 
the claim that all amounts expended to fulfill the general one-year 
warranty for which no extra charge was made also qualified as statu- 
tory ‘‘allowances’’ which served to reduce the taxable price. This 
contention was rejected by all five judges in the First Opinion. 
Judges Jones and Laramore, the concurring judges in the Second 
Case, joined by Judge Whitaker, who dissented in both the First and 
Second Cases because he thought the company was selling a refriger- 
ator plus something else, now joined forces and decided that the $5 
was not taxable as part of the purchase price to the extent that such 
charge was reasonable in relation to the cost of fulfilling the war- 
ranties. The case was therefore remanded to the trial commissioner 
to take proof on the cost of the services, because the reasonableness 
of the charge was to be determined by the relationship to the charge 
of the cost of rendering the services. This First Opinion in the Third 
Case was handed down on January 16, 1957. Thereafter, on June 12, 
1957, the trial commissioner was further directed to take evidence 
whether the five-year warranty by now had become customary in the 
trade. 

There were two dissents in the Third Case (First Opinion). Judge 
Littleton thought that as to the special five-year warranty, the Court 
was precluded from changing its decision, since the rule of collateral 
estoppel required it to follow the decision of the First and Second 
Cases. Judge Madden, who had written the majority opinions in both 
these cases, adhered to the view that Congress intended the price 
paid for warranties to be a taxable part of the purchase price, but 
said he had become convinced that the cost of fulfilling warranties 
was not an ‘‘allowance.”’ 

The trial commissioner reported (1) that the charges were reason- 
able, and (2) that the five-year warranty had become customary in 
the trade. Based on the second ground, a four-judge majority in the 
Third Case (Second Opinion) decided that the special charge was 
part of the purchase price, and apparently also ruled that no part 
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thereof could escape tax under the ‘‘allowance’’ theory. Judge Lit- 
tleton kept the record straight by noting that the injection of a new 
issue—whether the five-year warranty had become customary in the 
trade—had removed the case from the application of the doctrine 
of collateral estoppel. Judge Whitaker, consistent throughout, dis- 
sented on the same grounds as in the First and Second Cases, namely, 
that the company was selling a refrigerator plus something else. On 
October 10, 1958, the Supreme Court denied certiorari.™ 

Ironically, Frigidaire’s commanding position in the industry 
forced the industry generally to adopt the five-year warranty, so 
that what had started as an innovation in 1937 became a custom of 
the trade within a few years. 

The other category of cases, referred to above, which show alleg- 
edly inconsistent results, involve the tax on the transportation of 
property. The relevant Regulation © defined ‘‘transportation’’ to 
include such accessorial services as demurrage, refrigeration, and 
icing. In 1956, in Swift é Co. the Court held this Reguation invalid 
to the extent that it interpreted ‘‘transportation’’ to include icing 
and salting,” on the ground that the term should be given its ordi- 
nary and commonly understood meaning, 7.e., the movement of cargo 
from one point on the line to another. The Service announced that 
although a petition for certiorari would not be filed, it would not 
consider the decision as a precedent.® 

In March, 1958 the Court followed the Swift decision.® Subse- 
quently, the Government won two similar cases in San Francisco,” 
and early in 1959 the Court of Claims, one judge dissenting, reversed 
its position, based upon a more complete presentation of the Govern- 
ment’s argument,” which was also reflected in the reasoning of one 
of the California district court decisions.” It now concluded that the 
Congressional definition of ‘‘transportation’’ in the Interstate Com- 
merce Act ™ could reasonably be read into the tax statute and from 
a practical point of view noted that many published tariffs, intro- 


64 General Motors Corp., Frigidaire Division v. United States, 358 U.S. 866 (1958). 

65 Reg. 113, See. 143.1. 

66 Swift & Co. v. United States, 136 C.Cls. 394, 144 F.Supp. 956 (1956). 

67 Differing from his colleagues, Judge Laramore, who wrote the opinion, thought that 
demurrage also is not part of ‘‘transportation.’’ 

68 Rey. Rul. 57-36, 1957-1 Cum. But. 551. 

69 Armour & Co. v. United States, 159 F.Supp. 380 (C.Cls. 1958). 

70 Avoset & Co. v. United States, P-H 195,627 (N.D.Cal. 1958) ; Beber v. United States, 
167 F.Supp. 169 (N.D.Cal. 1958). 

71 Armour & Co. v. United States, 169 F.Supp. 521 (1959). 

72 That of Judge Roche in Beber v. United States, supra note 70. 

73 § 1, 24 Svar. 379 (1954), as amended by 34 Star. 584 (1956). 
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duced in evidence by the Government, provide over-all rates which 
include the accessorial services. 

Finally, in its first opinion in the Jennings case," a denial without 
prejudice on procedural grounds of a motion for summary judgment, 
the Court of Claims rather clearly intimated that eventually it would 
allow refund of income taxes paid to the revenue officials of the gov- 
ernment of Guam by United States citizens temporarily employed 
by a private firm on that island. Such a result would have been based 
on the theory that section 31 of the Organic Act of Guam, which cre- 
ated a separate territorial income tax system for Guam identical 
with the income tax laws in force in the United States, must of neces- 
sity have carried over into that separate system the benefit of the 
section 251 of the 1939 Code exemption in favor of United States 
citizens whose income from sources within Guam was sufficient to 
meet the conditions set forth in that section of the 1939 Code.” Thus 
these persons would have paid no income tax to any government. 

An alarmed Interior Department requested prompt legislative 
retroactive relief,”* which was furnished by an act originating in the 
House Committee on Interior and Insular Affairs.” This Committee 
reported: ™ 


... Judicial decisions in the United States District Court for the District of 
Guam and in the Court of Appeals for the Ninth Circuit have sustained the 
Guamanian government’s position, but a number of suits for refund are now 
pending in the Court of Claims which, in a recent preliminary ruling in Jen- 
nings v. United States, has indicated that it may not agree with the ninth cir- 
cuit. Should the plaintiffs prevail in the Court of Claims and should a judg- 
ment in their favor be sustained by the Supreme Court, the revenues of the 
government of Guam would be reduced by more than $3 million a year, a sub- 
stantial number of taxpayers would escape payment of all income taxes, and 
the whole financial structure of Guam would be thrown into confusion. ... 


Thereafter, when the Jennings case came up on the merits, the 
Court of Claims vacated and withdrew its prior decision and aban- 
doned its earlier ‘‘close technical construction,’’ since ‘‘it is the duty 


74 Jennings v. United States, 155 F.Supp. 571 (C.Cls. 1957). 

75 Contra: Laguana v. Ansell, 102 F.Supp. 919 (D.Guam 1952), aff’d, 212 F.2d 207 (9th 
Cir. 1954), cert. denied, 348 U.S. 830 (1954) ; Wilson v. Kennedy, 123 F.Supp. 156 (D. 
Guam 1954), aff’d, 232 F.2d 153 (9th Cir. 1956) ; Lamkin v. Brown and Root, 233 F.2d 
320 (9th Cir. 1956); Phelan v. Taitano, 233 F.2d 117 (9th Cir. 1956); Holbrook v. 
Taitano, 125 F.Supp. 14 (D.Guam 1954) ; Government of Guam v. Kaanehe, 137 F.Supp. 
189 (D.Guam, App. Div. 1956). 

76 1958-3 Cum. BULL. 355-356. 

77 Pub. L. 85-688, 85th Cong., 2d Sess. (1958), amending section 31 of the Organic Act 
of Guam. 

78 H.R. Rep. No. 2273 and S. Rep. No. 2176, 85th Cong., 2d Sess. (1958), 1958-3 Cum. 


BULL. 352, 353-354. 
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of courts to give intent to the acts of Congress which do not result in 
an absurdity.’’ 


Poss1sLE ProcepurAL ADVANTAGES OF SUING IN THE CouRT oF CLAIMS 


A ‘‘One Shot’’ Court. In one sense the Court of Claims is an eco- 
nomical trial court. There is no appeal as of right from its decision, 
which therefore almost always terminates the lawsuit. If the tax- 
payer wins, it is usually the end of the litigation; if he loses, the liti- 
gation almost certainly ends. In the 1949-1958 decade, the Govern- 
ment filed only 11 petitions for certiorari, nine of which were 
granted.* In three of these cases the decision of the Court of Claims 
was affirmed.*' In the remaining six, two of which involved the same 
issue, the Government succeeded in obtaining reversals.*? During 


79 Jennings v. United States, 168 F.Supp. 781 (1958). For additional examples of rejec- 
tion of arguments which, while technically elegant, reach a result repugnant to common 
sense, see Dewsbury v. United States, supra note 21, and Aluminum Products Co. v. United 
States, 121 C.Cls. 187, 101 F.Supp. 373 (1951) (taxpayer, which had become a personal 
holding company by 1946 and hence not subject to excess profits tax in that year, held not 
entitled to unused excess profits credit carryback to 1944 when it was an operating com- 
pany). 

80 The Government’s petitions for certiorari were denied in: (1) General Motors Corp., 
Frigidaire Division v. United States, (First Case), 128 C.Cls. 465, 121 F.Supp. 932 (1954) 
(but in that case certiorari was denied to both parties, 348 U.S. 942 (1955) ); (2) Koppers 
Co. v. United States, 133 C.Cls, 22, 134 F.Supp. 290 (1955) (unused excess profits carryback 
allowed after a statutory merger) (cert. denied, 353 U.S. 983 (1957), after Libson Shops 
decision, presumably because in Koppers the corporations had filed consolidated returns). 

81 United States v. Cumberland Public Service Co., 338 U.S. 451 (1950), affirming 113 
C.Cls, 460, 83 F.Supp. 843 (1949) (4-1) (sale of assets was made by stockholders, not by 
corporation) ; United States v. Anderson, Clayton & Co., 350 U.S. 55 (1955) (7-2), affirm- 
ing 129 C.Cls. 295, 122 F.Supp. 837 (1954) (no gain on purchase or sale of own stock 
where corporation obligated to buy when officer-stockholder died and stock was later resold 
to another officer; held immaterial that stock was not retired) ; United States v. Hunting- 
ton Beach Co., 350 U.S. 308 (1956) (7-1), affirming 132 C.Cls, 427, 132 F.Supp. 718 (1955) 
(grantor of easement to drill offshore oil deposits has economic interest in the oil and is 
entitled to percentage depletion on his share of the net profits). 

82 United States v. Benedict, 338 U.S. 692 (1950) (5-3), reversing 112 C.Cls. 550, 81 F. 
Supp. 717 (1949) (4-1) (for purpose of computing deductible part of charitable contribu- 
tion consisting of long-term capital gains, the percentage thereof which is not to be taken 
into account in computing taxable net income must also be excluded from statutory gross 
income) ; United States v. Lewis, 340 U.S. 590 (1951) (8-1), reversing 117 C.Cls, 336, 91 
F.Supp. 1017 (1950) (employee who paid tax on bonus received in 1944 not entitled to re- 
fund in respect to that portion of bonus he was obliged to return in 1946 by reason of im- 
proper computation) ; United States v. Olympic Radio, 349 U.S. 232 (1955), reversing 124 
C.Cls. 33, 108 F.Supp. 109 (1953) (3-2) (accrual basis taxpayer may not treat excess 
profits tax paid by it on cash basis for purpose of computing loss carryback) ; United States 
v. Koppers Co., 348 U.S. 254 (1955) (7-2), reversing 126 C.Cls. 847, 117 F.Supp. 181 
(1953) (3-1) (section 722 relief which expunges excess profits tax does not expunge in- 
terest on a potential excess profits tax deficiency which taxpayer was never required to 
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this period taxpayers sought Supreme Court review in many cases, 
but obtained it in only one instance, in which conflict with one of the 
Courts of Appeals was resolved in favor of the Court of Claims.® 

The Government normally will petition for certiorari only if there 
is such a conflict. As a result, in a number of instances Court of 
Claims decisions in favor of the taxpayer have been allowed to stand 
without further challenge, although at a later time, when a conflict 
has developed, the Supreme Court in some other case has sustained 
the Government’s position on the controverted issue.** Had the tax- 
payer obtained his victory in the Tax Court or in a district court, he 
would have had to face the very real risk of reversal on inescapable 
intermediate appellate review. 

The reverse is, of course, also true. However, with one possible 
exception, no instances have been found during the last decade in 
which the Government was successful in the Court of Claims where 
its position was subsequently, after a conflict had developed, over- 
ruled by the Supreme Court.* 


pay); United States v. Allen-Bradley Co., 352 U.S. 306 (1957), reversing 134 C.Cls. 800 
(1956) (4-1) (certifying authority had right to limit Necessity Certificate to a percentage 
of the cost of the emergency facility) ; United States v. Ohio Power Co., 353 U.S. 98 (1957) 
(4-3), reversing 131 C.Cls. 95, 129 F.Supp 215 (1955) (4-1) (follows United States v. 
Allen-Bradley Co., supra; dissent not on merits, but because Court originally denied Gov- 
ernment’s petition for certiorari and two petitions for rehearing). 

83 Lober v. United States, 346 U.S. 335 (1953) (7-2), affirming 124 C.Cls. 44, 108 F. 
Supp. 731 (1952) (4-1) (estate tax; trust includible where donor retained right to acceler- 
ate termination). It is submitted that the dissent of Chief Judge Jones of the Court of 
Claims to the effect that the grantor had not ‘‘ retained the substantial control contemplated 
by the statute’’ is sound although out of line with the disregard of the ‘‘ de minimis’’ con- 
cept as exemplified in Estate of Spiegel v. Comm’r, 335 U.S. 701 (1949). 

84 Williams v. United States, 114 C.Cls. 1, 84 F.Supp. 362 (1949) (inventor who worked 
on invention for six years ending February 7, 1931, and in 1942 received more than 80 per 
cent of income from relevant patent, held taxable at rates prevailing during the 36 months 
ending February 7, 1931), was in effect overruled by Robertson v. United States, 343 U.S. 
711 (1952), affirming 190 F.2d 680 (10th Cir. 1951) ; Gargaro v. United States, 114 C.Cls. 
704, 86 F.Supp. 840 (1949) (where bonus received by employee was partially refunded in 
later year due to renegotiation of employer’s profits, employee was entitled to refund of 
proportionate amount of income tax paid for year of receipt), was in effect overruled by 
United States v. Lewis, 340 U.S. 590 (1950), reversing 117 C.Cls. 336, 91 F.Supp. 1017 
(1950) ; Henry River Mills Co. v. United States, 119 C.Cls. 350, 96 F.Supp. 477 (1951), and 
Linn Mills v. United States, 128 C.Cls, 635, 121 F.Supp. 887 (1954) (interest was improp- 
erly charged on potential deficiencies in excess profits tax later eliminated under section 
722), were overruled in United States v. Koppers Co., Inc., 348 U.S. 254 (1955), reversing 
126 C.Cls. 847, 117 F.Supp. 181 (1953) ; Wickes Corporation v. United States, 123 C.Cls. 
741, 108 F.Supp. 616 (1952) (necessity certificates entitled to accelerated amortization 
should have been issued by certifying authority to cover entire cost of emergency facility 
and not merely for a percentage thereof), was overruled by United States v. Allen-Bradley 
Co., 352 U.S. 306 (1957), reversing 134 C.Cls. 800 (1956). 

85 The possible exception is Stuyvesant Town Corporation v. United States, 124 C.Cls. 
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Review of its decisions limited to questions of law. It has been 
stated that upon review, findings of the Court of Claims ‘‘are con- 
clusive upon the Supreme Court’’ * or ‘‘ are given almost conclusive 
weight.’’ ** In United States v. Esnault-Pelterie *® the Supreme 
Court said: *° 


... Even though the finding determines a mixed question of law and fact, 
the finding is conclusive unless the court is able ‘‘to so separate the question 
as to see clearly what and when the mistake of law is... .’’ 


Pointing out the difference in the scope of review applicable to a de- 
cision of the Court of Claims as contrasted with a decision of what 
is now the Tax Court, the Supreme Court went on to say: * 


... Nor is the case like that of a review by a Circuit Court of Appeals of de- 
cisions of boards, such as the Board of Tax Appeals where the evidence is be- 
fore the appellate court and the question is whether there was substantial evi- 
dence before the Board to support the findings made... . 


Esnault-Pelterie was not a tax case, but the rule of conclusiveness 
has been applied on Supreme Court review of tax decisions where, 
for example, the Court of Claims had determined that the taxpayer 
was on the accrual basis of accounting.*! The rule is equally appli- 
cable even if there is a dissent directed to the findings of fact.° 

This limited review, of course, may operate to the advantage of 
either party, but it does cireumscribe the basis for any further pro- 
ceedings and consequently is another factor conducive to conclusive 
decision by this ‘‘one shot’’ Court. 

Entire Court hears each case. Another reason for preferring the 
Court of Claims to the Tax Court and to a district court, such as New 
York, which is served by a number of judges, is that counsel will 
know from the outset before whom he will argue his case. In the case 
of the Tax Court there is always the uncertainty, first, as to which 
of the 16 Tax Court judges will hear the case and, second, whether 


686, 111 F.Supp. 243 (1953) (documentary stamp tax payable on issuance of income 
debenture certificates), which may have been overruled by United States v. Leslie Salt Co., 
350 U.S. 383 (1956), affirming 218 F.2d 91 (9th Cir. 1954). 

86 10 MERTENS, FEDERAL INCOME TAXATION § 58A.22 (1958), citing Niles Bement Pond 
Co. v. United States, 281 U.S. 357 (1930) ; Luckenbach S. S. Co. v. United States, 272 U.S. 
533 (1926) ; and United States v. Yale & Towne Mfg. Co., 269 U.S, 422 (1926). 

87 3 CASEY, FEDERAL TAX PRACTICE, § 11.60, 285 (1955), citing Niles Bement Pond Co. v. 
United States, supra note 86; United States v. Cumberland Public Service Co., 338 U.S. 
451 (1950) ; United States v. Penn Foundry & Mfg. Co., 337 U.S. 198 (1949). 

88 303 U.S. 26 (1938) (patent infringement case). 

89 Td, at 29. 

90 Td. at 31. 

91 Niles Bement Pond Co. v. United States, supra note 86. 

92 Chesapeake & Potomac Telephone Co. v. United States, 281 U.S. 385, 388 (1930). 
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the decision of the judge who heard the case will be submitted to the 
entire Tax Court for review.* No such uncertainty exists in the case 
of the Court of Claims. It sits en bane and all of its five judges hear 
every case.** 

The makeup of the Court. The Chief Judge, Marvin Jones, a 
Texan, has had a distinguished career in all three branches of the 
Federal Government, including 24 years as a member of the House 
of Representatives, where he served as Chairman of the Committee 
on Agriculture, and 18 years on the Court of Claims, interrupted dur- 
ing World War II by service as United States Food Administrator 
and in other capacities.” 

Judge Littleton is from Tennessee and specialized in tax law be- 
fore his appointment to the Court. After serving as a Special At- 
torney in the Bureau of Internal Revenue, he became a member of 
the original Board of Tax Appeals in 1924 and its Chairman in 1927. 
He joined the Court of Claims in 1929 and wrote opinions in many 
tax cases until his retirement late in 1958. 

Also from Tennessee is Judge Whitaker, who served briefly in the 
Bureau of Internal Revenue in 1920, later, after many years in pri- 
vate practice, was a United States Assistant Attorney General in 
charge of the Claims (now Civil) Division, and was appointed to the 


Court in 1939. 
Judge Madden, a native of Illinois, has had a great deal of law 


93 I.R.C. § 7460(b) (1954). 

94 Three judges of the Court of Claims constitute a quorum and the concurrence of three 
judges is necessary to any decision. 28 U.S.C. § 175 (1948). In comparatively few instances, 
when all of the five judges are not available or when there is a vacancy, a retired Justice of 
the Supreme Court, a Judge of some United States Court of Appeals, or a District Judge 
may sit as a member of the Court of Claims panel by designation. During 1949-1958 five 
majority opinions and one dissent were written by such ‘‘ outside’’ judges. Since his retire- 
ment on October 31, 1958, Judge Littleton has occasionally sat with the Court. 

95 Biographical information obtained from WHO’s WHO IN AMERICA (1957-1958). Chief 
Judge Jones’ opinions from time to time are pleasantly spiced with literary allusions (Re- 
public Steel Corp. v. United States, supra note 21 (THE ANCIENT MARINER) ; Kellogg Co. v. 
United States, 132 C.Cls. 507, 133 F.Supp. 387 (1955) (‘‘ Mother Goose’’) ), or little essays, 
similes, and anecdotes harking back to his youth in the Texas Panhandle. In Anne C. Skeeles 
v. United States, 118 C.Cls. 362, 95 F.Supp. 242 (1951), he discourses on the history of 
gambling; in Weatherguard Corp. v. United States, 137 C.Cls. 359, 146 F.Supp. 942, 944 
(1957), he described the taxpayer’s reserved power to refuse to furnish leads to its sales- 
men as ‘‘a very powerful weapon, whether used or not, somewhat like the persuading 
effect of the musket which the early-day settlers of this country traditionally kept be- 
hind the door’’; and in a very recent case, Ross v. United States, 173 F.Supp. 793 (C.Cls. 
1959), which involved identification of certain funds, he said: ‘‘They were as completely 
identified as was the one-eyed man who was suspected of cheating in the early days’ western 
poker game. One of the victims finally said, ‘Now, I am not going to call any names, but if 
the man around this table who has been cheating doesn’t stop, I am going to shoot out his 


other eye!’ ’’ 
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school teaching experience, particularly as Dean of the West Vir- 
ginia Law School and on the law faculty of the University of Pitts- 
burgh. He served as Chairman of the National Labor Relations 
Board from 1935 to 1940. After World War II he was Director of 
the Legal Division of the United States Military Government of 
Germany. He became a judge of the Court of Claims in 1941. 

Judge Laramore comes from Indiana, where he served as a state 
judge some 12 years before he was commissioned a judge of the 
Court of Claims in 1954. 

Although Judge Littleton was during the last decade the only 
member of the Court whose earlier experience had been predomi- 
nantly identified with tax law, nevertheless, due to the nature of the 
Court’s business, all of the judges have had considerable exposure to 
tax litigation, and all of them have shared in the writing of tax de- 
cisions.®** Dissents are not infrequent and are registered in about one 
out of five tax cases. The writer, at least, is unable from the majority 
and dissenting opinions to draw any conclusions which would justify 
characterizing any of the judges as having a particular predilection 
either for the taxpayer or for the Government. 

To recapitulate, a tax case instead of being subjected to the judg- 
ment of a single judge, if brought in the Court of Claims receives the 
attention of five judges who have acquired considerable familiarity 
with tax problems, without, however, being restricted to the consid- 
eration of tax cases. 

Trial Commissioner procedure..Upon the filing of a petition in the 
Court of Claims, the case is referred by the judges of the Court to 
one of its Trial Commissioners. The statute ** permits the Court to 


96 The number of tax opinions written over the last decade by each of the Judges, to- 
gether with their dissents, is as follows: 


Opinions Dissents 
Jones, C. J. 42 29 
Littleton 79 8 
Whitaker 46 20 
Madden 85 28 
Laramore 25 9 
Howell 8 2 
Per Curiam 7 0 
Outside Judges 5 1 
Total 297 97 


97 28 U.S.C. § 792(a) (1954). The appointment of Commissioners to take testimony and 
report on the facts was authorized by the Act of February 24, 1925, 43 Star. 964. Ellison 
in his centennial speech (supra note 6, at 258) pays glowing tribute to ‘‘these unusually 
able men’’ and to the ‘‘ major assistance’’ which their manner of finding ‘‘ the all-important 
facts’’ has been to the Court’s administration of justice. He also notes that the Court’s 
Commissioner system has been widely copied and was specially commended by the Hoover 
Commission in its Report on Legal Services and Procedure. 
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appoint 15 Commissioners at a salary of $19,000; ** the current let- 
terhead carries the names of 13. It is the Commissioner’s primary 
function to make findings of fact, and this in effect means that the 
actual ‘‘trial’’ of the case is had before him. 

Such a trial, of course, takes place only if there are controverted 
issues of fact, not if the facts are stipulated or a party files a mo- 
tion on the pleadings, such as a motion for summary judgment or a 
motion to dismiss. During the last decade about half of the tax cases 
have gone to ‘‘trial’’ before a Commissioner.” 

1. Record may be made piecemeal. The method of taking evidence 
is often advantageous to the taxpayer. All of the proof need not be 
offered at one time on a designated date. If the witnesses live in dif- 
ferent localities, arrangements for hearing them at different times 
and at their various places of residence are made. The Commissioner 
travels to the places of hearing (which may even be in Europe) to 
receive evidence.’” His authority is similar to that of a Special Mas- 
ter in Chancery or of a District Judge in ruling on objections, accept- 
ing evidence, and the like.’ Thus the record is built up gradually, 
which affords the opportunity of reviewing it from time to time be- 
tween hearings and of offering material which previously may have 
been overlooked or omitted. 

After the trial has been completed, the parties have the opportu- 
nity of filing with the Commissioner requested findings of fact to 
assist him in the preparation of his report and may file with him ob- 
jections to the proposed findings submitted by the other party.’ 
Thereafter the Commissioner files his printed report with the Court, 
and the parties have a further opportunity to except to all or any 
part thereof.’ While the rules provide that the Court may modify 
or even reject a Commissioner’s report,’ as a practical matter it is 
understood that the Court will adopt at least the main portions 
thereof,” particularly as the Commissioner has had the opportunity 
of judging the credibility of the witnesses.’ 

2. Briefs are filed before argument. Unless a party elects to sub- 


98 5 U.S.C. § 2205(b) (1956). 

99 Based on decisions from Jan. 1, 1948 to July 12, 1957 (118 to 139 C.Cls.), out of 221 
cases 115 went ‘‘to trial’’ before a Commissioner, 52 went to the Court on stipulated facts, 
and 54 were decided on motions on the pleadings. 

100 C.Cus. R. 40(a). 

101 C.Cis. R. 37 (a). 

102 C.Cus. RR. 45 (a) and (b). 

103 C.Cis. R. 46(b). 

104 C.Cus. R. 48. 

105 Grainger, supra note 7, at J 8026.3(4). 

106 C.Cis. R. 48, last sentence. 
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mit the case on the Commissioner’s report without a brief, briefs on 
the law must be filed before the oral argument takes place.’ Usually 
the case is set for argument during the month after the last brief is 
filed.*°* The requirement of filing briefs before the case is calendared 
for oral argument has the great advantage of apprising counsel 
for the taxpayer of all defenses which the Government intends to 
interpose. By contrast, in the Tax Court briefs are filed after oral 
argument.’ 

3. Decisions are usually prompt. The Court of Claims usually ren- 
ders its decisions promptly. Cases are generally argued during the 
first and second weeks of each monthly term and decided at the be- 
ginning of the next. Even when the argument occurs in June just be- 
fore the summer recess, the Court not infrequently publishes its de- 
cisions in July. 

4, Commissioners may recommend conclusions of law. Under the 
statute ° as implemented by its own rules," the Court may direct 
the Commissioner to include in his report recommendations for con- 
clusions of law. In such event the parties file briefs on the law with 
the Commissioner.’ This results in the Commissioner writing a 
regular opinion which, if acceptable to the Court, is adopted by it 
verbatim in a brief per curiam opinion.’ If it is not acceptable, the 
Court writes its own opinion, usually without any reference to the 
Commissioner’s recommendations. 

In practice," the initiative of bringing particular cases under 
this rule has usually come from the Commissioner to whom the case 
is assigned or, in some instances, from one or both of the parties. 
Whenever a Commissioner believes the disposition of a case would 
be expedited by this procedure, he makes a brief, informal represen- 
tation to that effect to the Court. It is understood that the Commis- 
sioners do not request authority to recommend conclusions of law 
if the case involves some novel, untested or undecided legal issue, 
and consequently every such request so far has been adopted by the 
Court. Upon its adoption, a formal order is issued pursuant to Rule 
45(a) to constitute the Court’s ‘‘directive’’ in the record. 

The disposition to use the procedure varies considerably among 


107 C.Cis. RR. 46(a) and (b) and 47(a). 

108 Grainger, supra note 7, at J 8026.5(5). 

109 T,.C, Prac. R. 35(b). 

110 28 U.S.C. § 2503(a) (1954). 

111 C,Cis. R. 45(a). 

112 C.Cis. R. 45(b). 

118 C,Cxs. R. 48. 

114 Information furnished by Commissioner W. Ney Evans. 
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the 13 Commissioners. Some use it extensively, others seldom, and 
some have not used it at all. In cases handled by the Civil Division 
of the Department of Justice, the rule was first invoked in 1953; 
since then about 35 cases of that Division have proceeded under the 
rule.’ The rule has been invoked in about 13 per cent of the cases 
which the Lands Division now has pending in the Court of Claims." 
In tax cases it seems to be sparingly invoked. During 1949-1958 
there were only three instances, all toward the end of the decade, 
but since then in 1959 there have been an additional three." All of 
them were cases assigned to Commissioner Mastin G. White. 

The interesting thing is that the procedure has some similarity to 
the relationship between the district courts and the Courts of Ap- 
peals, with the notable exception that the Commissioners have no 
authority to enter judgment, but may only recommend to the Court. 
At the time when Rule 45(a) was first adopted, there was specula- 
tion among the more imaginative that this procedure might be a pre- 
liminary step toward the creation of appellate and trial divisions in 
the Court. The judges would constitute the appellate division and 
the Commissioners the trial division, with authority in the Commis- 
sioners to enter judgment subject to appeal to the Court. Such an 
innovation would complete the parallel with the 11 United States 
Courts of Appeals. The judges of those Courts and the judges of the 
Court of Claims receive the same salary.’"* Review of the judgments 
of those Courts and review of the judgments of the Court of Claims 
is only by the Supreme Court of the United States. If the Commis- 
sioners of the Court of Claims were given power to enter judgment, 
subject to appeal to the Appellate Division of the Court of Claims, 
that Court would, in effect, be the court of review for 13 new district 
courts, limited of course to hearing claims against the United States. 

Legislation would be necessary, of course, to put such a plan into 
effect. If it comes to pass, the Court of Claims would cease to be a 


115 Information furnished by Assistant Attorney General George Cochran Doub. 

116 Information furnished by Assistant Attorney General Perry W. Morton. 

117 Mustard v. United States, 140 C.Cls. 205, 155 F.Supp. 325 (1957) (whether under 
the facts an assignment of interest in a note was a charitable contribution) ; Gordon v. 
United States, 159 F.Supp. 360 (C.Cls. 1958), and Lazarus v. United States, 172 F.Supp. 
421 (C.Cls. 1959) (whether sales of lots resulted in capital gain or ordinary income) ; West- 
ern & Southern Life Ins. Co. v. United States, 163 F.Supp. 827 (C.Cls. 1957) (whether sales 
of real estate were made by parent or liquidating subsidiary and whether they resulted in 
capital gain) ; Hazeltine Corporation v. United States, 170 F.Supp. 615 (C.Cls. 1959) (year 
in which trademarks were abandoned) ; Broome v. United States, 170 F.Supp. 613 (C.Cls. 
1959) (whether payments constituted interest paid on actual debt (Livingstone Plan), fol- 
lows Eli D. Goodstein, 30 T.C. 1178 (1958) ). 

118 28 U.S.C. §§ 24(d) and 173 (1954). 
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‘‘one shot’’ Court and might for that reason lose some of its attrac- 
tion for litigants who are interested in a prompt and economical dis- 
position of their cases. 


PosstsLE SuBSTANTIVE ADVANTAGES OF SUING 
IN THE Court oF CLAIMS 


NoN-TECHNICAL ATTITUDE TOWARDS REFUND CLAIMS 


If a plaintiff can show that he has overpaid his taxes, the Court of 
Claims is loath to permit technical rules to frustrate recovery. This 
general attitude, of not permitting the sovereign to retain more than 
that to which ex aequo et bono it is entitled, is nowhere better illus- 
trated than by the Court’s decisions in cases involving claims for 
refund. 

Broad basic statement in claim suffices to support detailed claims 
relied on in suit. In National Forge & Ordnance Co.,"® after a de- 
cision on the merits in favor of the taxpayer,’ the Government filed 
a motion for reconsideration for failure of the Court to pass on its 
defense of the inadequacy of the refund claim. The Court explained 
it had not mentioned this defense because it was ‘‘clearly without 
merit,’’ but said that in view of the Government’s motion it would 
‘‘take the occasion to make a few brief comments on this defense in 
general.’’ Then, after casting a charming little bouquet to Mrs. Eliz- 
abeth Davis, who was about to conclude her long service in the Tax 
Division,’ it launched into the following declaration : 1” 

Attorneys for the Government frequently ask us to apply to claims for re- 
fund a requirement of particularity almost as strict as is customarily applied 
to indictments for crime. The rule of strictissimi juris is not applicable to 
claims for refund. All that is required of them, as a predicate for suit in this 
court is that they put the Commissioner of Internal Revenue on notice of the 
ground of the taxpayer’s claim that his taxes were erroneously computed. 
This does not have to be stated with any greater particularity than is neces- 
sary to draw the Commissioner’s attention to the claim he makes in his sub- 
sequent suit. 

Turning to the particular facts, the Court held that a claim of 
erroneous assessment of 1945 income and excess profits taxes be- 
cause ‘‘of failure to allow the proper net operating loss deduction”’ 


119 National Forge & Ordnance Co. v. United States, 139 C.Cls. 222, 151 F.Supp. 937, 941 
(1957). 

120 National Forge & Ordnance Co. v. United States, 139 C.Cls, 204, 151 F.Supp. 937 
(1957). 

121 ‘* We intend no criticism of Government counsel in this case. The Court has long ad- 
mired her for her legal acumen, her fidelity to her client, and her candor in the presentation 
of her cases.’’ 


122 Td, at 941. 
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was sufficient to put the Commissioner on notice that he would be 
obliged to consider the amount by which a loss for 1946 exceeded the 
net income for the second preceding taxable year, 1944, in order to 
determine how much of the loss remained to apply against 1945 net 
income. This would involve the proper computation of 1944 excess 
profits tax for net operating loss deduction purposes, a question not 
free from difficulty, but the Court felt that this element also was im- 
plicit in the plaintiff’s claim as one of the questions presented 
thereby.’”* 

What constitutes an informal claim for refund. As recently as 
July, 1958 in the Newton case *** the Court expressed itself as to 
what constituted a valid informal claim. The Government, in view 
of United States v. Kales,’* had to concede that the Supreme Court 
had given sanction to such claims, but it insisted that decisional law 
had laid down three guiding principles which were, in effect, condi- 
tions precedent to recovery. These, it said, were (1) that the original 
or amended claim must have been considered on its merits; (2) that 
the original informal claim must have been positively identified as a 
claim for refund; and (3) that the taxpayer was informed that his 
original or amended claim was being considered on the merits. 

The Court of Claims rejected these formalistic requirements, say- 
ing flatly : 1*° : 


We are unable to agree that these so-called principles necessarily present a 
true rationale of what constitutes a valid informal claim for refund. The basic 


123 See also Midvale Co. v. United States, 133 C.Cls. 881, 138 F.Supp. 269 (1956) (claim 
that Commissioner erred in computing excess profits credit based on ABPNI by excluding 
therefrom Vinson Act excessive profits repaid after base period, which claim Court had 
rejected, 129 C.Cls. 483, 124 F.Supp. 678 (1954), held sufficient to include claims that Com- 
missioner erroneously used completed contract instead of percentage of completion method 
and that examining agent on audit had incorrectly computed DVEP tax) ; Harry Ferguson, 
Ine. v. United States, 137 C.Cls. 137, 146 F.Supp. 836 (1956) (claim based on theory that 
no interest is due on hypothetical excess profits tax eliminated by section 722 relief, which 
meanwhile had been rejected in United States v. Koppers, 348 U.S. 254 (1955), held suf- 
ficient to raise lesser issue as to correct time of an abatement under section 722 where two 
successive agreements, each on Form 874, had been filed) ; Landers, Frary and Clark, Ine. 
v. United States, 137 C.Cls. 870, 149 F.Supp. 202 (1957) (claim for carryback of loss from 
1946 need not specify inclusion therein of contested excess profits taxes for earlier years, 
liability for which was conceded in 1946) ; U. 8S. Pipe & Foundry Co. v. United States, 140 
C.Cls. 132, 155 F.Supp. 231 (1957) (claim for unused excess profits credit carryback from 
1943 to 1941 covers similar carryback from 1942 to 1941 for purpose of allowing interest 
under section 3771(e) (1954), which provides that interest runs from date of filing claim; 
here 1942 unused credit was determined on subsequent audit and 1942 carryback eliminated 
part of 1941 tax). 

124 Newton v. United States, 163 F.Supp. 614 (C.Cls. 1958). 

125 314 U.S. 186 (1941). 

126 Newton v. United States, supra note 124, at 619. 
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underlying principle is the necessity to put the Commissioner on notice of 
what the taxpayer is claiming and that he is in fact making a claim for refund. 
No hard and fast rules can be applied because it is a combination of facts and 
circumstances which must ultimately determine whether or not an informal 
claim constituting notice to the Commissioner has been made. Necessarily 
each case must be decided on its own peculiar set of facts with a view towards 
determining whether under those facts the Commissioner knew, or should 
have known, that a claim was being made. We believe that this is the predicate 
of an informal claim and is clearly borne out by the cases above cited. 


The facts involved in the Newton case are rather extraordinary. 
The Court summarized them, in part, as follows: '** 


For both the years 1945 and 1946 plaintiff filed written protests prior to 
paying the tax. The protests set forth the fact that pending litigation involv- 
ing his 1944 return would dispose of the 1945 and 1946 alimony deduction 
issue. It was agreed by agents of the internal revenue that proceedings with 
respect to 1945 and 1946 would be held in abeyance pending the outcome of 
the 1944 suit. A conference was later held in which it was suggested by a 
representative of the Commissioner that plaintiff pay the tax to stop the pos- 
sible accumulation of interest and that such action would not interfere with 
plaintiff’s recovery of those amounts in the event he won in the District 
Court. A memo to this effect was put on file with the Internal Revenue 
Service. 


In 1954, the 1944 tax case was decided in favor of Newton. He was 
then advised by the District Director to file claims for refund on 
Form 843 for 1945 and 1946 in order to formalize his claims for those 
years and to write a letter outlining the situation. He did this 
promptly, but more than a year later these claims were disallowed 
as not timely filed. 

It is easy to understand why under such circumstances a Court 
devoted to rules of fair play ‘** would be anxious to hold for the tax- 
payer. And, indeed, it held that ‘‘This plaintiff has made out a case 
of an informal claim for refund.’’ **° 

There are, however, limits to the Court’s liberality as illustrated 
by Byron Weston Co.’ where the taxpayer had erroneously claimed 
a loss carryover to 1943 based on a 1942 loss, which should first have 
been carried back. When the taxpayer filed an untimely claim for 


127 Ibid. 

128 See pp. 3-5 supra. 

129 See also Cumberland Portland Cement Co. v. United States, 122 C.Cls. 580, 104 F. 
Supp. 1010 (1952) (Form 874, agreeing to deficiencies and larger over-assessments, accom- 
panied by letter requesting prompt settlement of over-assessment) ; Stuart v. United States, 
131 C.Cls. 174, 130 F.Supp. 386 (1955) (where issue, on which disallowed deduction was 
based, was in litigation, typewritten waiver given subject to conditions specifying nature 
of deduction and without prejudice to filing future refund claim). 

130 Byron Weston Co. v. United States, 115 C.Cls. 232, 87 F.Supp. 955 (1950). 
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1941 based on the proper loss carryback, the Court rejected its argu- 
ment that the claim for the loss against 1943 income should be treated 
as an informal claim for refund of 1941 tax.1*! 

Whether claim was properly amended. Applying the doctrine that 
the rule of strictissimi juris is not applicable to claims for refund, 
the Court has recently held, although ‘‘with considerable hesita- 
tion,’’ that where a claim contained a broad ground for refund based 
on generalities coupled with a specific ground, which later proved 
untenable, the substitution of a new and wholly unrelated specific 
ground constituted a valid amendment. The particular facts were 
that H. B. Zachry Co.** filed a claim for 1943 based on a loss earry- 
back from 1944, The 1944 loss resulted from applying the Court of 
Claims decision in the Olympic Radio case,"** permitting an accrual 
basis taxpayer for purposes of section 122(d) (6) of the 1939 Code to 
deduct excess profits tax not in the year of accrual but in the later 
year of payment. When the Supreme Court reversed,™ the taxpayer 
amended its claim to base it on a loss carried back to 1943 from 1945, 
occasioned not by the payment of excess profits taxes for any year, 
but by the taxpayer’s agreement in 1945 to deficiencies previously 
asserted by the Commissioner for earlier years arising from causes 
having no relation to the payment of excess profits taxes. The Court 
of Claims observed that the taxpayer should have been more careful 
and originally should have filed alternative claims covering both 
legal theories. But it concluded that the amendment was proper be- 
cause, after all, the company ‘‘did timely claim a section 122(d) (6) 
deduction, which is what it is here suing for.’’ Judge Whitaker, who 
wrote the ‘‘strictissimi juris’’ opinion, dissented, stating: *** 


The only similarity between the original claim and the amended claim is 
that both relate to carry-back of losses; but, of losses occasioned by entirely 
different causes and for different years. ... 

The two claims seem to me to have no relation one to the other. If they do 
not, one cannot be an amendment of the other. 


However, in this field also, the Court has set limits and has de- 
clined, with one dissent, to permit a claim based on undervaluation 


131 So also did it refuse to construe as a claim for refund a claim for the abatement of a 
penalty which had been denied before payment of the penalty. Ertle v. United States, 118 
C.Cls. 57, 93 F.Supp. 619 (1950). 

132 H. B. Zachry v. United States, 168 F.Supp. 777 (C.Cls. 1958) (3-1). 

133 Olympic Radio & Television Co. v. United States, 124 C.Cls. 33, 108 F.Supp. 109, 110 
F.Supp. 600 (1952). 

134 United States v. Olympic Radio & Television Co., 349 U.S. 232 (1955). 

135 See p. 28 supra. 

136 H. B. Zachry Co. v. United States, supra note 132, at 781. 
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of good will to be amended by substituting undervaluation of real 
estate.**" 

Change of theory rarely permitted without amendment. Only if 
the claim contains all necessary information to determine taxability 
under a new theory not set forth in the claim will such new theory be 
entertained by the Court. In New Oakmont Corporation ** the tax- 
payer originally claimed it had no title to part of an interest refund 
which it was obligated to pay over to others. Before the Court it 
argued an alternative theory that if the item was income, as the Com- 
missioner claimed and the Court held, then the payment was a de- 
ductible business expense. Since the claim contained all necessary 
information to answer the legal question raised under the alterna- 
tive theory, the Court held that original adoption of a wrong theory 
should not make the claim for refund ineffective. It should be noted 
that the Government had raised no question as to the sufficiency of 
the claim to support a recovery on the alternative ground. 

More often, perhaps, a switch to a new theory will be rejected if 
it involves reliance on some Code provision other than that set forth 
in the claim, as in Hopkins,’ where it was held that a claim that roy- 
alties were a return of capital did not cover the later contention that 
they were proceeds of a sale taxable at capital gain rates, or as in 
Mayer ‘*° where a refugee who based his claim only on a ‘‘war loss’’ 
was told that in his suit he could not rely on the theory that he had 
suffered a ‘‘casualty loss.’’ 

If one should risk a generalization based on only three cases, one 
might conclude that a change of theory without amendment will be 
permitted if the new theory is based on the same statutory provision 
which was relied upon in the original claim, and will not be per- 
mitted, if it is not so based. However, in view of the obvious reluc- 
tance evidenced by the majority in the Zachry case,‘' involving 
somewhat analogous considerations, it would seem that, pending 
further clarification of this issue, the New Oakmont decision should 
be treated with certain reserve as a precedent. 

Whether timely filed. In Caspers Tin Plate Co.’ prior adminis- 
trative practice had led the taxpayer to believe that its claim for 


187 General Outdoor Advertising Co. v. United States, 137 C.Cls. 607, 149 F.Supp. 163 
1957). 
138 ioe Oakmont Corp. v. United States, 114 C.Cls. 671, 86 F.Supp. 897 (1949). 
139 Hopkins v. United States, 113 C.Cls. 217, 82 F.Supp. 1015 (1949). 
140 Mayer v. United States, 126 C.Cls. 1, 111 F.Supp. 251 (1955), rehearing denied, 115 
F.Supp. 171 (1953). 
141 See p. 31 supra. 
142 Caspers Tin Plate Co. v. United States, 138 C.Cls. 217, 150 F. Supp. 845 (1957). 
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section 722 of the 1939 Code relief would be accepted and processed 
at the Chicago collector’s office. When the treasurer of the company 
appeared at that office early on March 15th, he was told the Regula- 
tions required filing of such a claim in Washington. He rushed to the 
airport and mailed the claim on the first Washington bound plane, 
but it was not clear whether the claim actually reached the Commis- 
sioner’s Washington office before the midnight deadline. The Court 
ruled that under such circumstances the established practice of the 
collector’s office superseded any technical regulation to the contrary 
and held that there was timely constructive, if not actual, receipt of 
the claim.*** 

However, it refused to regard as timely filed a belated claim de- 
spite the taxpayer’s engaging excuse that timely filing was simply 
impossible because he ‘‘was evading arrest by law enforcement 
agencies.’’ 1** 

143 See also Moultrie Cotton Mills v. United States, 138 C.Cls. 208, 151 F.Supp. 482 
(1957) (3-2) (to be timely filed no second identical claim need be refiled during year’s 


extension, after a ‘‘ determination’’ has been made, granted under section 3801(c) (1939) ). 
144 Garvin v. United States, 124 C.Cls. 781, 111 F.Supp. 265 (1953). 

















Carryovers in Corporate Acquisitions 
ALBERT E. GERMAIN 


Pe to 1954, the extent to which the tax attributes of constituent 
corporations were carried over to successor corporations was largely 
determined by judicial decision. Such court-made law was uncertain 
and frequently contradictory, the carryover of items depending 
upon such artificialities as the ‘‘legal form’’ of the transaction 
rather than ‘‘economic realities.’’ 1 In the case of a section 112(g) 
(1)(A) reorganization, the courts and the Commissioner generally 
allowed to the successor corporation the deductions, credits, and 
other allowances to which the predecessor corporation would have 
been entitled had it continued its separate existence.” This carry- 
over was justified on the theory of continuity of corporate interest 
and the fusion of assets and liabilities of two corporations by opera- 
tion of law. However, where the taxpayer attempted one of the other 
permitted reorganization routes under section 112(g) (1), the con- 
tinuing corporation was denied the benefit of the tax privileges of 
the transferor corporation, since not sufficient continuity of interest 
was found. Accordingly, any adjustments, being personal to the 
predecessor corporation, did not pass over to the acquiring corpo- 
ration. 

This allowance or disallowance of the carryover of tax attributes 
solely upon the form in which the transaction was cast was totally 
unrealistic in the light of the recognition which was given in other 
portions of the Code to the theory of continuity of corporate enter- 
prise. Under section 112 * regarding corporate reorganizations, the 
statute recognized that the same taxpayer continued in business, and 
for that reason it imposed no tax under specified conditions and per- 
mitted the carryover of the predecessor’s property basis under sec- 
tion 113.* Such reorganizations represented a mere change in form 
rather than substance, with a continuity of corporate interest. 


ALBERT E, GERMAIN (B.S. in Accounting, University of Notre Dame, 1955; LL.B., Uni- 
versity of Michigan Law School, 1958; LL.M., New York University School of Law, 1959) 
is a member of the Michigan Bar. 

1 §.Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954). 

2T.R.C. § 112(g)(1)(A) (1939), concerning statutory merger or consolidation; now 
LRB.C. § 368(a) (1) (A) (1954). 

3 I.R.C. § 112 (1939); pertinent sections under the 1954 Code are: 368, 361, 354, 355, 
and 356. 

4I.R.C. § 113 (1939) ; pertinent sections under 1954 Code are: 334, 358, and 362. 
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In the area of complete liquidation of corporations by other corpo- 
rations, gain was likewise not recognized, and the surviving corpo- 
ration was allowed to carry over the basis of the predecessor corpo- 
ration for property received in liquidation.® 

The underlying theory of these sections was and is that the suc- 
cessor corporation or corporations stepped into the ‘‘tax shoes’’ of 
the predecessor corporation. However, this succession to the ‘‘tax 
status’’ of the transferor corporation before 1954 was not extended 
beyond the statutory basis provisions.® In order to remedy this situa- 
tion, Congress in 1954 enacted section 381, providing for the carry- 
over of nineteen specific tax attributes or items from one corporation 
to another in certain tax-free liquidations and reorganizations.” The 
Senate Finance Committee at that time made the following re- 
marks: ® 


The House bill provides that the major tax benefits, privileges, elective 
rights, and obligations of one corporation will carry to successor corporation 
when the assets of two or more predecessor corporations are combined in a 
tax-free liquidation or reorganization. .. . 

The bill provides for the carryover of these tax attributes or items from one 
corporation to another in certain tax-free liquidations and reorganizations. 
Under this provision, a corporation which acquires substantially all the 
property of another corporation in a tax-free distribution or transfer is to 
take into its accounts the specified items of the distributor or transferor cor- 
poration. ... 

The new rules enable the successor corporation to step into the ‘‘tax shoes”’ 
of its predecessor corporation without necessarily conforming to artificial 
legal requirements which now exist ‘under court-made law. Tax results of 
liquidations or reorganizations are thereby made to depend less upon the form 
of the transaction than upon the economic integration of two or more separate 
businesses into a unified business enterprise. . . . 


This article will deal largely with the application and operation of 
section 381 and the carryover of net operating losses and earnings 


5 LR.C. §§ 112(b) (6) and 113(a) (15) (1939) ; now I.R.C. §§ 332 and 334 (1954). 

6 Hearings Before the House Committee on Ways and Means, 83d Cong., 1st Sess., pt. 2, 
Topic 27, 1309 (1953). 

7IR.C. § 381 (1954) presently enumerates twenty specific tax attributes. Section 
381(¢) (20) was added by Pub. L. No. 396, 84th Cong., 2d Sess. (Jan. 28, 1956) ; section 
381(c) (21) was added by § (1) of Pub. L. No. 85-866, 85th Cong., 2d Sess § 29(c) (Sept. 
2, 1958); section 381(c) (22) was added by Pub. L. No. 86-69, 86th Cong., 1st Sess. 
§ 3(c)(1) (June 25, 1959) ; section 381(c) (7) was deleted by Pub. L. No. 74, 84th Cong., 
1st Sess. § 2(1) (June 15, 1955), effective with respect to taxable years beginning after 
December 31, 1953, and ending after August 16, 1954. 

8 §.Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954) ; emphasis added. Section 394(a) pro- 
vides that section 381 will apply only if the tax treatment of the liquidation or reorganiza- 
tion is determined under the 1954 Code. Sections 392 and 393 provide, respectively, that 
liquidations and reorganizations occurring after June 22, 1954, will be governed by the 
1954 Code. 
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and profits thereunder. Although no attention will be given to the 
restrictions and limitations on such carryovers now present in the 
Code, the reader at all times should be mindful of their possible ap- 
plication to a given situation.® 


GENERAL RULES 
TRANSACTIONS CoVERED 


Section 381(a) now provides that an acquiring corporation in cer- 
tain types of non-taxable asset acquisitions shall succeed to and take 
into account, as of the close of the day of distribution or transfer, 
certain specified tax attributes of the distributor or transferor cor- 
poration, subject to certain conditions and limitations. 

Throughout the section frequent use is made of the terms distribu- 
tion, distributor corporation, transfer, transferor corporation, and 
acquiring corporation. ‘‘Distribution’’ is used in connection with a 
complete liquidation of a subsidiary corporation, and ‘‘ distributor 
corporation”’ is used to denote the subsidiary. ‘‘ Transfer’’ is used in 
connection with any reorganization specified in subsection (a) (2), 
and ‘‘transferor corporation’’ is used to denote the corporation 
which merges into, consolidates with, or otherwise transfers its 
property to, another corporate entity. ‘‘ Acquiring corporation’’ re- 
fers to the successor corporation in either a liquidation or reorgani- 
zation specified in subsection (a).’° 

In order for the carryover provisions to apply, there must be a 
non-taxable acquisition of assets of a corporation by another corpo- 
ration." Such acquisition must occur in any one of five specified 


9 Section 269 (1954) (previously I.R.C. § 129 (1939)) authorizes the Commissioner of 
Internal Revenue to disallow a deduction, credit, or allowance not otherwise available, in 
eases where control of a corporation is acquired principally for the purpose of tax evasion 
or avoidance. Some of the cases interpreting this provision are: Alprosa Watch Corp., 11 
T.C. 240 (1948) ; Commodores Point Terminal Corp., 11 T.C, 411 (1948) ; A & B Container 
Corp., 14 T.C. 842 (1950) ; WAGE, Inc., 19 T.C. 249 (1952) ; The T.V.D. Co., 27 T.C. 879 
(1957) ; Coastal Oil Storage Co. v. Comm’r, 242 F.2d 396 (4th Cir. 1957); and British 
Motor Car Distributors, Ltd., 31 T.C. 437-444 (1958), on appeal to 9th Cir. Because of the 
necessity of providing that tax avoidance was the primary purpose of the transaction, sec- 
tion 269 has proved to be somewhat ineffectual. Accordingly, Congress enacted section 382 
in 1954, which places special limitations on net operating loss carryovers, to wit: (1) if 
more than 50 percentage points of the stock of a corporation is purchased within a two- 
year period and if the corporation thereafter engages in a different type of business, then 
the loss carryover is eliminated; (2) in corporate reorganizations described in section 
381(a) (2), the net operating loss earryovers of either the transferor or acquiring corpora- 
tion are reduced unless there is a 20 per cent or more continuity of interest in the resulting 
corporation retained by the shareholders of the predecssor loss corporation. 

10 §.Rep. No. 1622, 83d Cong., 2d Sess. 276 (1954). For purposes of this discussion, the 
word ‘‘transferor’’ will also be used to include ‘‘distributor.’’ 

11 Although section 381 as worded would seem to apply only to one acquisition during 





38 TAX LAW REVIEW [Vol. 15: 





transactions. First, a parent corporation may acquire the assets of 
a subsidiary in a tax-free liquidation of the subsidiary under section 
332, providing the basis of the assets acquired is not determined un- 
der section 334(b) (2).?? 

The additional four methods of asset acquisition involve trans- 
fers to which section 361 applies, namely, in connection with a re- 
organization described in sub-paragraphs (A), (C), (D), or (F) of 
section 368(a)(1). It is specifically provided in section 381(a) (2) 
that in a (D)-type reorganization the ‘‘transferor’’ corporation 
must be liquidated.** 

Under the present Code, a subsidiary corporation may acquire 
assets of another corporation in exchange for the parent’s stock, 
or the parent itself may acquire such assets in exchange for its stock, 
followed by a transfer of all or part of such assets to the subsidiary." 
Section 381 does not state whether in such cases the parent or the 
subsidiary is to be treated as the ‘‘acquiring corporation’’ for pur- 
poses of the carryover of the transferor’s tax attributes. It would 
seem in keeping with the policy of the section to hold that the sub- 
sidiary and not the parent should be considered the acquiring corpo- 
ration for such purposes if it acquires substantially all of the assets 
transferred in the reorganization either directly from the transferor 
corporation or upon re-transfer from the parent corporation.” 


the taxable year and not multiple acquisitions, there seems to be no justification for refus- 
ing to apply the section 381 carryover treatment in a series of successions. See Hearings 
Before the House Committee on Ways and Means, 85th Cong., 2d Sess., pt. 3, 2929 (1958), 
pertaining to the general revision of the Internal Revenue Code. 

12 T.R.C. § 381(a)(1) (1954). Note that the limitations of section 382(b) are inappli- 
cable to section 381 (a) (1) transactions. 

18 This is accomplished by specifically making the provisions of section 354(b) (1) (A) 
and (B) (1954) applicable to an asset acquisition via a (D)-type reorganization. It should 
be noted that no such dissolution requirement is present if a (C)-type reorganization route 
is used. The Advisory Group’s Report on Subchapter C suggests that no special provision is 
needed in section 381(a) with respect to the liquidation of the transferor corporation. Of 
course, this would be dependent upon the adoption of the Group’s recommended changes in 
section 368, namely, that the transferor corporation in a (C)- (as well as (D)) type reor- 
ganization be ‘‘completely liquidated as a part of the plan pursuant to which the transfer 
of properties is made. . . .’’ Proposed Bill, Section 26, § 368(a) (1) (C) (ii). The Proposed 
Bill was prepared by the Advisory Group on Subchapter C on Dec. 24, 1957, revised on Dec. 
11, 1958, received by the Subcommittee on Internal Revenue Taxation, and transmitted to 
the House Ways and Means Committee. 

14 T.R.C, §§ 368(a) (1) (C) and 351 (1954). 

15 This is the view adopted by the Advisory Group in Proposed Bill, Section 28, 
§ 381(a) (2): ‘*In the case of an acquisition described in paragraph (1)(B) to which 
any of the special rules of Section 368(e) (relating to acquisitions of assets by, and trans- 
fers of assets to, subsidiaries) apply, the acquiring corporation for purposes of this section 
means the corporation which, upon completion of a transfer to which Section 368(e) ap- 
plies, owns substantially all of the assets transferred by the transferor corporation in the 
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Section 381 is not an elective provision, and consequently it com- 
pels the acquiring corporation to take into account the tax attributes 
of the transferor corporation, even though disadvantageous. The 
provisions of the section would seem to operate automatically, 
without regard to any purpose of the taxpayer corporation to avoid 
or reduce its income tax liabilities.’® 


Transactions Not CovERED 


As stated above, in order for section 381 to be applicable to a given 
situation, there must be an acquisition of assets via any one of five 
specified transactions. The section is inapplicable to any type of re- 
organization not specified in subsection (a). Consequently a stock- 
for-stock reorganization under section 368(a)(1)(B) would not give 
rise to the inheritance of tax attributes by the acquiring corpora- 


reorganization.’’ See also Proposed Bill, Section 26, § 368(e). Otherwise when a parent 
corporation acquired assets from the transferor corporation and immediately transferred 
such assets to its subsidiary, the latter would not inherit the transferor’s tax attributes 
since it would not be the ‘‘ acquiring corporation.’’ The transfer from the parent to the 
subsidiary would be pursuant to section 351 (1954), which is not one of the specified trans- 
actions to which section 381 is applicable. Of course, if the subsidiary had received the assets 
first directly from the transferor corporation, then it would be the ‘‘ acquiring corporation’? 
for purposes of section 381. 

The Advisory Group also recommended a new subsection to cover the situation where the 
acquired assets are so divided between the parent and one or more subsidiaries that no 
one corporation owns substantially all the transferred assets. Proposed Bill, Section 28, 
§ 381(a) (3), states: 

**TIn the ease of an acquisition referred to in paragraph (1) (C), and in the case of an 
acquisition referred to in paragraph (2) upon the completion of which no one corporation 
owns substantially all of the assets transferred in the reorganization by the transferor cor- 
poration, the determination of whether and to what extent— 

‘*(A) the transferor corporation, in the case of an acquisition referred to in paragraph 
(1) (C), shall retain or take into account any of the items referred to in this subsection, 

*¢(B) any corporation shall be deemed an acquiring corporation for the purpose of suc- 
ceeding to or taking into account any of such items, and 

‘*(C) the operating rules in subsection (b) shall be applied, shall be made under regula- 
tions to be prescribed by the Secretary or his delegate. Such regulations shall provide that 
any corporation which upon completion of a transfer referred to in this paragraph owns 
a substantial portion of the assets transferred by the transferor corporation shall be deemed 
to be an acquiring corporation with respect to the items referred to in subsections (¢) (1) 
and (2) to the extent appropriate to such assets and that, in the ease of a transfer referred 
to in paragraph (1) (C), the transferor corporation shall retain and take into account the 
items referred to in subsection (c)(1) and (2) to the extent appropriate to the assets 
retained by it. Such regulations shall provide for the treatment of other items referred to 
in subsection (c) in a manner appropriate to their character and the relationship thereof 
to the assets and liabilities of the respective corporations. ’’ 

16 This conclusion is based on the words of section 381(a) (1954), to wit: ‘‘ shall succeed 
to. . . .’’? Caveat: Do not overlook the possible disallowance of a carryover because of the 
application of section 269 (1954) or section 382 (1954). 
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tion.** In addition, this section does not apply in the case of split-offs, 
spin-offs, or other divisive reorganizations.’* Presumably, in such 
corporate divisions the transferor corporation would retain all the 
attributes it formerly possessed, and the transferee corporation 
would not be required or allowed to take any of them into account.’® 
A recapitalization under section 368(a)(1)(E) is also not within 
the coverage of the carryover provisions, since such a reorganiza- 
tion merely involves an adjustment among the shareholders them- 
selves, without any integration of separate corporate businesses into 
a unified business enterprise. The same corporate taxpayer is pres- 
ent, regardless of the change in capital structure brought about in 
the recapitalization.” 


17 The reason for such treatment is undoubtedly due to the fact that the corporation 
whose stock was acquired still remains in existence as a separate taxable entity. Conse- 
quently, such corporation should retain its operating losses, earnings, and profits, as well 
as its other tax characteristics. Note, however, that section 332 liquidations which are 
effected shortly after the parent corporation acquires the subsidiary’s stock in a non- 
taxable (B) reorganization come within the purview of section 381. However, to avoid the 
use of such a transaction as a tax avoidance scheme, the Advisory Group has suggested 
that section 382 be made applicable to a (B)-type reorganization. Proposed Bill, Section 
29, § 382(b) (3). 

18 §.Rep. No. 1622, 83d Cong., 2d Sess, 52 (1954). See also Rev. Rul. 56-373, 1956-2 Cum. 
BULL. 217, holding that unused net operating loss carryovers of a transferor corporation 
may not be taken into account by the transferee corporation in a ‘‘split-up’’ under section 
368 (a) (1) (D) and section 355. 

19 Section 312(i) provides that in the case of corporate divisions under section 355, 
proper allocation with respect to the earnings and profits of the distributing corporation 
and the controlled corporation or corporations shall be made under regulations prescribed 
by the Secretary or his delegate. See Reg. See. 1.312-10 (1955), T.D. 6152, 1955-2 Cum. 
BULL. 61. 

The Advisory Group has recommended that section 381 be amended to cover inter-cor- 
porate section 351 transfers in connection with corporate divisions under section 355. Pro- 
posed Bill, Section 28, § 381(a)(1)(C) states: ‘‘. . . in a transfer in connection with a 
distribution described in Section 355 (or so much of Section 356 as relates to Section 355) 
to which Section 351 (relating to transfers to controlled corporations) applies. . . .’’ 
See note 15 supra and Proposed Bill, Section 28, § 381(a) (3), as to the manner in which 
the various tax attributes would be apportioned among the respective corporations. Such 
an amendment seems justified, since in corporate separations many of the same problems 
and equities exist as in the other section 381(a) transactions, 

20 See Rev. Rul. 54-482, 1954-2 Cum. BuLL. 148, which holds that the corporation before 
and after the recapitalization constitutes one and the same taxable entity for federal tax 
purposes. In the absence of a change of control solely for tax-avoidance purposes, the net 
operating loss sustained prior to the reorganization will be available as a net operating 
loss carryover and carryback under the provisions of section 122 (1939), now section 172 
(1954). The word ‘‘recapitalization’’ has never been defined by the Regulations. See 
the examples of a recapitalization in Reg. Sec. 1.368-2(e) (1955), T.D. 6152, 1955-2 Cum. 
Buu. 61. In Helvering v. Southwest Consolidated Co., 315 U.S, 194, 202 (1942), Justice 
Douglas remarked that a ‘‘recapitalization’’ contemplates a ‘‘reshuffling of a capital 
structure within the framework of an existing corporation. ...’’ 
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The provisions of section 381 are likewise inapplicable to any 
liquidation not within section 332, or a liquidation wherein the basis 
of the assets acquired is determined under the Kimbell-Diamond 
rule.”* Trensfers to a controlled corporation under section 351 are 
also ineligible for the carryover of tax attributes. Thus, in the case 
of a simple transfer of money to a newly formed subsidiary in ex- 
change for all its stock, the parent corporation’s operating loss 
carryover or accumulated earnings and profits are not affected.” Of 
course, a transfer which qualifies as a section 368(a)(1)(C) or (D) 
reorganization will come within the provisions of 381, notwithstand- 
ing the fact that it also qualifies as a section 351 transfer. 

Insolvency reorganizations are also among the types of transac- 
tions not covered by the carryover provisions.** This is probably 
attributable to the drastic changes at both the corporate and share- 
holder level, making the successor corporation a new corporation 
for all practical purposes, totally unrelated to its predecessor. Of 
course, section 381 applies to every one of the types of reorganiza- 
tion specified therein, regardless of the fact that such reorganization 


21 Section 381 also is inapplicable to a partial liquidation within the meaning of section 
346. S.Rep. No. 1622, 83d Cong., 2d Sess. 276 (1954). See also section 312(e) concerning 
effects on earnings and profits in partial liquidations, Kimbell-Diamond Milling Co., 14 
T.C. 74 (1950). The rule of this case has been codified in section 334(b) (2), which pro- 
vides that in certain situations the acquiring corporation in a liquidation receives a stepped- 
up basis for the assets acquired equal to the adjusted basis of the stock with respect to 
which the distribution was made. Thus, there is no carryover of any operating loss of 
the transferor corporation, since the price paid for the stock, which becomes the asset- 
basis, already reflects any such loss. Of course, carryovers could be acquired by falling 
without the provisions of section 334(b) (2), either by prolonging the period of stock 
purchase, acquiring the stock other than by ‘‘purchase,’’ or liquidating the subsidiary 
after the expiration of a two-year period following the date of the stock acquisition. 
The acquiring corporation would fall outside section 332 (and thus without section 381) 
if it were to reduce its stock ownership in the subsidiary below the required 80 per cent at 
any time before the receipt of the property. See Comm’r v. Day & Zimmermann, Ince., 151 
F.2d 517 (3d Cir. 1954) ; Aveo Mfg. Corp., 25 T.C. 975 (1956) ; Granite Trust Co. v. United 
States, 238 F.2d 670 (1st Cir. 1956). 

22 If A corporation transfers one-half of its assets subject to one-half of its liabilities 
to corporation B in exchange for all of B’s stock, such stock is not distributed by A, and 
the transaction is not followed or preceded by a reorganization or liquidation, then no 
allocation of the earnings and profits from A to B will be made. See Reg. Sec. 1.312-11 
(a) (2) (1955), T.D. 6152, 1955-2 Cum. But. 61. 

23 1.R.C. §§ 371 through 374 (1954). This is in keeping with prior court-made law: 
Follansbee Steel Corp. v. United States, 109 F.Supp. 635 (W.D.Pa. 1953), where a new 
corporation in a section 77B reorganization was not allowed to use the net operating loss 
of its predecessor; F. R. Humpage, 17 T.C. 1625 (1952), 1952-2 Cum. Buu. 4, holding 
that the transferee in an insolvency reorganization did not inherit the earnings and profits 
of its predecessor; Donohue v. United States, 112 F.Supp. 660 (E.D.Mo. 1953), refusing 
to allow a carryback of operating loss in a section 77B reorganization. 
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may also qualify as a receivership or bankruptcy reorganization un- 
der section 371.4 

Exchanges or distributions in obedience to Securities and Ex- 
change Commission orders are also not within the scope of section 
381.5 

Once it is determined that a particular transaction falls outside 
the coverage of section 381, the question then arises as to what hap- 
pens to the various tax attributes of the transferor corporation. Do 
they remain with the transferor corporation and disappear when 
that corporation is dissolved, or does the acquiring corporation suc- 
ceed to them by virtue of the judge-made law existing prior to the 
enactment of section 381? A statement by the Senate Finance Com- 
mittee would seem to indicate that prior case-law would still apply 
to corporate transactions not described in subsection (a) of section 
381 and the carryover treatment of items or tax attributes attendant 
therewith.”* If this is so, then such asset acquisitions pursuant to 
partial liquidations or other non-section 332 liquidations, for exam- 
ple, would be governed by the judicial rules as they existed prior to 
the enactment of section 381. In addition, tax attributes not within 
the enumerated categories of section 381 would likewise appear to be 
governed by the carryover rules as promulgated by judicial decision. 
Although any attempt to spell out in the statute all the possible items 
or tax attributes would only unduly complicate the section, some 
sort of catch-all provision is certainly needed to eliminate the un- 
certainties in this area." 


24 Where there is no judicial insolvency reorganization but merely a composition of 
creditors followed by a (D) reorganization, the carryovers under section 381 probably 
would still be available to the acquiring corporation. It would seem to be unreasonable to 
base the allowance of carryovers on whether or not the insolvency reorganization was 
effected under court jurisdiction. Since the whole purpose of such a reorganization is to 
continue a vital, going business, it would seem appropriate that section 381 be amended 
so as to apply to such reorganizations. 

25 I.R.C. §§ 1081 through 1083 (1954). 

26‘*The section is not intended to affect the carryover treatment of an item or tax 
attribute not specified in the section or the carryover treatment of items or tax attributes in 
corporate transactions not described in subsection (a)....’’ (emphasis added) 8.Rep. No. 
1622, 83d Cong., 2d Sess. 277 (1954). Of course, it might be argued that section 381 is 
the sole means of carryover of the items specified therein, and that if the asset-acquisi- 
tion occurs by means of a transaction not specified in section 381(a), there will be no earry- 
over whatsoever to the acquiring corporation. 

27 Such a provision was recommended by the Advisory Group in Proposed Bill, Section 
28, § 381(c) (17): ‘‘Other Items.—The acquiring corporation shall be treated as the dis- 
tributor or transferor corporation with respect to any item and for any purpose not re- 
ferred to in this subsection if it is established to the satisfaction of the Secretary or his 
delegate that for purposes of this section such item or purpose is in a category similar to 
that of any of the items referred to in this subsection and that such treatment is consistent 
with the treatment of such items.’’ 
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OperATING RULES 


Except in the case of an asset acquisition in connection with a re- 
organization described in sub-paragraph (F) of section 368(a) (1), 
the taxable year of the transferor corporation ends on the date of 
distribution or transfer.”* Thus, for example, if 4 Company, a cal- 
endar year taxpayer, merged into B Company on July 1, 1959, the 
taxable year of A would end on July 1, 1959. A would be liable for 
taxes on its income earned during the period January 1 through 
July 1, 1959, and would be required to file a return for this ‘‘short 
period.’’ *® 

It thus becomes important whether or not there has been a mere 
change in identity, form, or place of organization within the meaning 
of section 368(a)(1)(F). For example, X is a Pennsylvania corpo- 
ration, doing all of its business in New Jersey. X desires to incorpo- 
rate in New Jersey and in furtherance of such purpose organizes Y, 
a New Jersey corporation. Both corporations are calendar year tax- 
payers. Under the laws of Pennsylvania and New Jersey, X merges 
into Y on July 1, 1959. This would be an (F)-type reorganization, 
notwithstanding the fact that it also qualifies as a statutory merger 
under section 368(a)(1)(A). Accordingly, the normal rule in section 
381(b) (1) is inapplicable and X’s taxable year does not end on July 
1, 1959. Both the pre-July 1 and post-July 1 portions of 1959 together 
constitute one taxable year for the acquiring corporation. Y corpo- 
ration must file a return for the full year, whereas X need not file 


for any part of 1959.*° 


28 T.R.C. § 381(b) (1) (1954). 

29 LLR.C. § 443(a) (2) (1954). 

30 Rev. Rul. 57-276, 1957-1 Cum. Butu. 126. This Ruling applies to situations where 
there is no change in existing shareholders or in the assets of the corporation involved. 
It is also applicable where a transaction qualifying as an (A)-type reorganization also 
qualifies under section 368(a) (1) (F), notwithstanding the fact that two subsidiary cor- 
porations are involved in the merger agreement. Rev. Rul. 58-422, 1958-2 Cum. Bu... 145. 
However, in G.C.M. 27080, 1952-1 Cum. Buuu. 41, X corporation’s life was fixed by charter 
to 30 years. Shortly after expiration of its charter, a new corporation Y was organized in 
the same state, with the same name, and identical capital structure. The assets of X were 
conveyed to Y in return for Y stock, which was distributed to the old shareholders of X in 
the same proportion in which they had previously held their X stock. It was held that the 
two corporations were two distinct entities and required to file separate returns. In G.C.M. 
24423, 1945 Cum. But. 145, it was held that a new taxable entity was not created on the 
conversion of a state bank into a national bank under U.S.C. § 35, tit. 12, and thus only one 
return for the entire taxable year was required. In Rev. Rul. 54-269, 1954-2 Cum. But. 114, 
G.C.M. 27080 was distinguished, since here the taxpayer corporation, which gave up its 
charter and reincorporated under Connecticut law, was under that state’s law held to have 
continued its existence, and thus for tax purposes the new corporation was a continuation 
of the same corporation and not a new taxable entity. Thus only one return was required 
to be filed for the year in question. . 
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For purposes of section 381, if the distribution or transfer is not 
completed in one day, the date of distribution or transfer is the day 
on which the distribution or transfer is completed. However, the 
Commissioner is authorized to prescribe regulations providing that 
the date when substantially all the property has been distributed or 
transferred may be used, if the transferor corporation ceases all 
operations, other than liquidating activities, after such date.** Thus, 
it follows that in order for section 381 to operate, substantially all 
the property of the transferor must be received by the acquiring 
corporation. For example, pursuant to a statutory merger A Com- 
pany is merged into B Company on July 1, 1959. On that date, A 
transfers 30 per cent of its assets to B, but due to certain difficulties 
in removing a cloud on title, the remaining 70 per cent is not trans- 
ferred to B until September 1, 1959. Consequently, the date of trans- 
fer is September 1, not July 1, and A’s taxable year does not end 
until September 1. Likewise, if 80 per cent of the assets had been 
transferred on July 1, and only 20 per cent remained to be trans- 
ferred on September 1, the date of transfer would be July 1, provided 
A ceased all operations after July 1 other than liquidating activities. 

The acquiring corporation in a distribution or transfer described 
in section 381(a) is not entitled to carry back a net operating loss for 
a taxable year ending after the date of distribution or transfer to a 
taxable year of the transferor corporation. This rule does not apply 
to an asset acquisition pursuant to a section 368(a) (1) (F) reorgani- 
zation.** Although the statute refers to a net operating loss for a 
year ‘‘after’’ the date of transfer, it would likewise seem to pro- 
hibit the carryback of an operating loss for a year ‘‘prior’’ to the 
transfer to a taxable year of the transferor. 


31 I.R.C. § 381(b) (2) (1954). 

32 I.R.C. § 381(b) (3) (1954). Such limitation upon carrybacks seems justifiable on the 
ground that it is too complex in some cases to determine to which of several component 
corporations the loss of the surviving corporation is attributable. It seems proper to ex- 
clude a mere reincorporation from such limitations, since in such situations the corpora- 
tion suffering the loss is essentially the same corporation against whose income the loss 
would be applied. During the Hearings before the Senate Finance Committee in 1954, it 
was recommended by the Committee on Corporate-Stockholder Relationship that the 
earryback of losses should also be allowed in the case of the liquidation of wholly-owned 
subsidiaries, since both corporations were owned basically by the same interests and were 
essentially the same enterprises before and after the liquidation. If the two had remained 
separate, they could have filed consolidated returns. Hearings on H.R. 8300 Before the 
Senate Committee on Finance, 83d Cong., 2d Sess. 405 (1954). As the statute now reads, 
the parent after a liquidation may carry back a net operating loss only against its own 
income for a prior year, even though the assets of the subsidiary caused the entire loss in 
the later year. Pub. L. No. 85-866, 85th Cong., 2d Sess. § 203(a) (Jan. 1, 1958), amended 
section 172(b)(1)(A) by increasing the carryback period for net operating losses from 
two to three years. 








ee eae ae | 








1959] CARRYOVERS IN CORPORATE ACQUISITIONS 45 


The operation of this prohibition can be understood more clearly 
by the use of the following examples. Assume corporations X and Y 
transfer on December 31, 1954, all their property to Z in a trans- 
action described in section 368(a)(1)(A). If Z has a net operating 
loss in 1955, such loss may not be carried back to a taxable year of 
X or Y. Or, assume corporation X merges into corporation Y on De- 
cember 31, 1954, in a statutory merger, with Y’s charter continuing 
after the merger. If Y has a net operating loss in 1955, such loss may 
not be carried back to a taxable year of X, but may be a carryback 
to a taxable year of Y. If, however, corporation X, in a reorganiza- 
tion described in section 368(a)(1)(F'), merely changes its identity, 
form, or place of organization, the resulting corporation is entitled 
to carry back its net operating loss to a taxable year of X prior to 
the reorganization. 

The prohibition of a net operating loss carryback in section 381(b) 
(3) is largely a codification of prior judge-made law. In Newmarket 
Mfg. Company,** the Court of Appeals for the First Circuit allowed 
the carryback of a net operating loss where the corporate taxpayer 
had merely changed its corporate domicile but otherwise was identi- 
cally the same business as before. In Standard Paving Co.* the 


33 §. Rep. No. 1622, 83d Cong., 2d Sess. 276 (1954). It would seem that Congress has 
continued the distinction between a statutory merger and consolidation, and that under 
section 381(b)(3) (1954) the acquiring corporation may carry back an operating loss 
against its own income in the former transaction but not in the latter. Thus, it would ap- 
pear to be advantageous to use the merger route rather than the consolidation route under 
state law. This result is not in keeping with the intent of Congress to make the tax results 
in reorganizations depend ‘‘less upon the form of the transaction. .. .’’ See note 8 supra. 

84 Newmarket Mfg. Co. v. United States, 233 F.2d 493, 498 (1st Cir. 1956). There the 
Court noted that the surviving corporation had the same characteristics as its prede- 
cessor, namely, (1) the par value of the stock was identical with that of the old corpora- 
tion; (2) the shares outstanding and the ownership thereof was unchanged; (3) the officers 
of the new corporation were those of the old; (4) the new corporation conducted the same 
business as the old in the same areas; and (5) the corporate purposes in the new corpora- 
tion’s charter were substantially the same as those of the old corporation. The Court re- 
marked: ‘‘... taxation is an intensely practical matter, which ought to turn upon economic 
realities rather than upon technical differences of the corporate entity consequent upon the 
migration of a corporation from one state to another... .’’ 

35 Standard Paving Co. v. Comm’r, 190 F.2d 330 (10th Cir. 1951). The Court empha- 
sized the fact that only the corporation which sustained the loss could deduct it. In 
Trinco Industries, Inc., 22 T.C. 959 (1954), the Court held that T corporation, which had 
acquired two subsidiaries in 1949, could not carry back and apply against its income for 
the year 1948 the loss of one of its subsidiaries for the year 1950, despite the fact that T 
and its subsidiaries had joined in consolidated returns for 1950. The separate identity of 
the affiliated taxpayers was held to have been preserved notwithstanding the filing of con- 
solidated returns. 7 and its subsidiaries were not the ‘‘same taxpayer’’ in 1950. Cf. F. C. 
Donovan, Ine. v. United States, 261 F.2d 470 (1st Cir. 1958), where S corporation was a 
subsidiary of P corporation. P liquidated S, continuing its business in a division of P. 
The Court allowed the surviving corporation to carry back its operating losses to the gains 
of S in 1945, a year for which P and S had filed consolidated returns. 








46 TAX LAW REVIEW [Vol. 15: 


Court of Appeals for the Tenth Circuit refused to permit the carry- 
back of a net operating loss in a tax-free liquidation. However, a 
few cases permitted the carryback of post-acquisition losses to years 
of a predecessor corporation.** The present statutory prohibition 
overrules such cases. 

It should be noted that section 381(b) (3) makes important the de- 
cision as to which corporation is to be the acquiring corporation. 
For example, X corporation has had business gains for the years 
1956 through 1958. During the year 1959, while X is developing siz- 
able operating losses, a merger is planned between X and Y corpora- 
tions. In such a situation, it might be advisable to have Y merge into 
X corporation, so that X as the acquiring corporation could carry 
back any post-merger operating losses to its profitable pre-merger 
years. However, if X had merged into Y, the latter corporation 
would not be permitted to carry back any operating losses to the 
profitable pre-merger years of X. As a general matter, all the effects 
and counter-effects should be considered before deciding which cor- 
poration is to be the acquiring or continuing corporation. 


Net Operatine Loss Carryovers 
Pre-1954 TreatMEentT 


The pre-1954 provisions of the Code permitting the deduction of 
operating losses were phrased in terms of a ‘‘taxpayer’’ sustaining 
a loss which could be deducted in succeeding years by ‘‘the tax- 
payer.’’ ** The courts originally held that the general purpose of the 
statute was to confine allowable losses to the taxpayer sustaining 
them and thus treat the losses as personal to him and not trans- 
ferable. In the reorganization area, the successor corporation could 
only inherit an operating loss of its predecessor by proving that it 
was the ‘‘same taxpayer.’’ The Supreme Court in New Colonial Ice 
Co.,** reviewing a transaction akin to a present section 368(a) (1) 


36 Moldit, Inc. v. Jarecki, 45 A.F.T.R. 1014 (N.D.IIl. 1953) ; Koppers Co., Ine. v. United 
States, 134 F.Supp. 290, 297 (Ct.Cl. 1955), wherein the Court, referring to section 381, 
stated, ‘‘ We feel that this section, to the extent that it specifically allows carryovers, re- 
flects a continuation of the previous realistic approach to corporate reorganization prob- 
lems and that the provision specifically disallowing a net operating loss carryback is a 
change in prior policy and law. ...’? 

37 Revenue Act of 1921, Sec. 204(b), 42 Srar. 231; Revenue Act of 1926, Sec. 206(b), 
44 Star. 17, substantially unchanged; Revenue Act of 1928, Sec. 117(b), 45 Star. 825 (re- 
pealed as of Jan. 1, 1933, by section 218(a) of N.I.R. Act of June 13, 1933). 

88 New Colonial Ice Co., Inc. v. Helvering, 292 U.S. 435 (1934), affirming 66 F.2d 480 
(2d Cir. 1933), affirming 24 B.T.A. 886 (1931). The Court was interpreting section 204(b) 
of the Revenue Act of 1921, 42 Stat. 227, 231, which read in part: ‘‘... that any taz- 
payer has sustained a net loss, the amount thereof shall be deducted from the net income 
of the taxpayer for the succeeding taxable year... .’’ (emphasis added) 
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(D) reorganization, disallowed a loss carryover because the surviv- 
ing corporation was not the same ‘‘legal entity’’ as the old corpora- 
tion, and consequently not the ‘‘same taxpayer.’’ The Court so held 
despite the fact that the shareholders of both corporations were sub- 
stantially the same. 

However, there soon followed a gradual withdrawal from the 
strict legal entity theory of New Colonial Ice. In Helvering v. Metro- 
politan Edison Co., * the Supreme Court found present in a statu- 
tory merger sufficient identity of interest between the surviving and 
merged corporations to justify allowance of a deduction for unamor- 
tized bond discount by the surviving corporation on bonds issued by 
the merged corporation. The Court of Appeals for the Second Cir- 
cuit in Stanton Brewery, Inc.* held that the surviving corporation 
in a statutory merger was in fact the continuing enterprise of its 
predecessors and thus was entitled to an excess profits credit carry- 
over. In 1957, the Supreme Court in Libson Shops, Inc.“ indicated 
that the ‘‘same legal entity’’ test was no longer important in deter- 
mining whether the surviving corporation in a reorganization was 
the ‘‘same taxpayer’’ as its predecessor. Instead, only to the extent 
that there was a ‘‘continuity of business enterprise’’ was a successor 
corporation the same taxpayer as its predecessor. Thus, the Court 
disallowed the carryover of net operating losses of constituent cor- 


This was followed in General Finance Co. of Philadelphia v. Comm’r, 85 F.2d 846 (3d Cir. 
1935), affirming 32 B.T.A. 949 (1935); Weber Flour Mills Co. v. Comm’r, 82 F.2d 764 
(10th Cir. 1936), affirming 32 B.T.A. 181 (1935) ; Standard Paving Co. v. Comm’r, supra 
note 35. In Manufacturers Trust Co., 28 B.T.A. 1260 (1933), the taxpayer, a national bank 
association, consolidated and absorbed X Bank, the consolidated association continuing un- 
der taxpayer’s charter. It was held that no net operating loss carryover from X Bank was 
available, since taxpayer was not the ‘‘same taxpayer.’’ In National Bank of Republic of 
Chicago, 31 B.T.A. 680 (1934), Z and X Banks were consolidated under the National 
Banking Act. The Court, citing New Colonial Ice, held that T which continued the business 
was a separate entity from X. 

39 306 U.S. 522, 529 (1939), affirming 98 F.2d 807 (1938). Here the Court remarked 
that in a true merger ‘‘the corporate personality of the transferor is drowned in that of 
the transferee. ...’’ 

40 Stanton Brewery, Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949), reversing 11 T.C. 
810 (1948). The corporation resulting from the statutory merger took on the obligations 
of its components directly by operation of law. See also E. & J. Gallo Winery v. Comm’r, 
227 F.2d 699 (9th Cir. 1955), involving a statutory merger under California law, the Court 
following Stanton Brewery. Contra: California Casket Co., 19 T.C. 32 (1952), a statutory 
merger case wherein the Court followed New Colonial Ice instead of Stanton Brewery. In 
The Gramm Trailer Corp., 26 T.C. 689 (1956), the Court disallowed a net operating loss 
carryover where the surviving corporation acquired the assets of a subsidiary by liquida- 
tion. The Court distinguished Stanton Brewery and Gallo, as they involved a statutory 
merger in which the old corporations were held to be components of the new corporation. 
But here, the legal entity of the subsidiary was killed, not continued. 

41 Libson Shops, Inc. v. Koehler, 353 U.S. 382 (1957), affirming 229 F.2d 220 (8th 
Cir. 1956). ; 
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porations to the surviving corporation in a statutory merger. It held 
that pre-merger losses were deductible from post-merger income 
only to the extent that the income was derived from substantially 
the same business which produced the loss.” 

Following Libson, there arose a body of opinion which felt that the 
doctrine enunciated by the Supreme Court must be superimposed on 
the technical statutory requirements of section 381 and at the same 
time made applicable to loss carryovers falling outside the scope of 
section 381. Thus, a surviving corporation would be entitled to a loss 
carryover only if it were the ‘‘same business enterprise’’ as its 
predecessor loss corporation. However, because of the changes made 
in section 172 concerning the net operating loss deduction and the 
wording of the Committee Reports accompanying the enactment of 
section 381, most authorities concluded that the Libson doctrine 
would not be applicable under the 1954 Code.** This conclusion was 
officially confirmed when the Commissioner in 1958 stated that the 
Libson rule would not be applicable under the 1954 Code to any of 
the transactions covered by section 381(a).** 


42In Libson Shops, 16 predecessor corporations each operated a separate retail store. 
After the merger, the successor corporation operated the 16 stores and supplied manage- 
ment services. The Supreme Court held that the operation of 16 stores was not substan- 
tially the same business as the operation of one store by each corporation. In Old National 
Bank in Evansville v. Comm’r, 256 F.2d 639 (8th Cir. 1958), 28 T.C. 1075 (1957), the 
Court allowed an excess profits credit carryover to the surviving bank after a consolida- 
tion under the National Banking Act. Stanton Brewery and Gallo, both note 40 supra, 
were followed, and the Court said the test of Libson was satisfied since the new bank 
continued the same business in the same location. Cf. Manufacturers Trust Co., supra note 
38. The court in British Motor Car Distributors, Ltd., 31 T.C. 437 (1958), allowed a net 
operating loss carryover. It found the Libson doctrine not controlling where a single 
corporate taxpayer changes the character of its business and claims the right to reduce 
the taxable income of one of its enterprises, an automobile business, by the losses of an- 
other, the appliance business. Contra: Mill Ridge Coal Co. v. Patterson 58-1 U.S.T.C. 
9489 (N.D. Ala. 1958), aff’d, 264 F.2d 713 (5th Cir. 1959). See also Bausch & Lomb Opti- 
eal Co., 30 T.C. 602 (1958). 

43 In 1954, the use of the words ‘‘the taxpayer’’ was eliminated from section 172 with 
no Congressional explanation. Apparently, this was done in order to accommodate the 
section with section 381, which permits the deduction of operating loss carryovers by a 
corporation other than the one which sustained them. Congress seems to have indicated 
that a doctrine such as that advanced in the Libson case has no application under section 
381. The Senate Finance Committee spoke of the allowance of carryovers where two or 
more ‘‘separate businesses’’ were economically integrated ‘‘into a unified business enter- 
prise.’’ See note 8 supra. See Levine and Petta, Libson Shops: A Study in Semantics, 36 
Taxes 445 (1958); Arent, Current Developments Affecting Loss Corporations, 35 TAXES 
961 (1957); Sinrich, Libson Shops—An Argument Against Its Application Under the 
1954 Code, 13 Tax L. Rev. 181 (1958). In the latter article, the author stated that to at- 
tempt to superimpose the rationale of Libson Shops on section 381 would result in return- 
ing the state of the law in this area to its former chaotic state instead of eliminating the 
uncertainties to which Congress addressed itself. 

44 T.I.R. No. 89, 586 CCH { 6663; Rev. Rul. 58-603, 1958-2 Cum. But. 147. However, 
the Service merely indicated that Libson would not be relied upon ‘‘as to a merger or any 
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1954 Cope; 1n GENERAL 


Section 381(c) (1) represents a codification of the rules of Metro- 
politan Edison and Stanton Brewery anda rejection of New Colonial 
Ice in the area of net operating loss carryovers in tax-free reorgani- 
zations, with a rejection also of The Gramm Trailer reasoning in the 
case of tax-free liquidations.** 

In operation, the section permits the deduction of operating loss 
carryovers by a corporation other than the corporation which ac- 
tually sustained them. The successor corporation is permitted to step 
into the ‘‘tax shoes’’ of its predecessor corporation or corporations 
as regards the latter’s operating loss carryovers, because section 381 
gives effect to the economic integration of two or more separate 
businesses into a unified business enterprise. Section 381(c) (1), as 
well as the other subsections of section 381, represent a Congres- 
sional purpose of encouraging the free transition from one method 
of business operation to another, based on sound business purposes. 
In an effort not to discourage such transitions not undertaken solely 
for tax-avoidance purposes, the section permits the deduction of 
operating losses by a successor corporation where it and the corpo- 
ration sustaining the losses are economically related, though pre- 
viously they were both separate legal entities. 

The rules and definitions under section 172 regarding the determi- 
nation of operating loss carryovers apply in this area, subject to 
certain conditions and limitations which will be discussed later. 
Thus, section 381(c) (1) is governed by the section 172(c) definition 
of net operating loss, with the modifications of section 172(d), and 
the carryover thereunder is limited to a maximum period of five tax- 
able years following the taxable year of the loss.*® 


YeEaR oF ACQUISITION 


The net operating loss carryovers of the transferor corporation 
are first carried to the first taxable year of the acquiring corporation 


other transaction described in subsection (a) of 381. . . .’’ Consequently, the Libson 
doctrine will apply to pre-1954 cases as well as to transactions not specified in section 
381(a). 


45 See notes 37, 38, and 39 supra. This conforms to the recommendations made by the 
Pennsylvania State Chamber of Commerce during the House Hearings in 1953, where, re- 
ferring to Stanton Brewery, it remarked: ‘‘... It is believed that this rule is sound and in 
accordance with judicial precedents and should be codified by a specific provision in the 
Internal Revenue Code.’’ Hearings Before the House Ways and Means Committee, 83d 
Cong., 1st Sess., pt. 2, Topic 27, 1332 (1953). 

46 I.R.C. § 172(b)(1)(B) (1954). This rule applies even though the loss year is sub- 
ject to the 1939 Code; see I.R.C. § 172(g) (1) and Reg. Sec. 1.172-4(a) (1) (1956), T.D. 
6192, 1956-2 Cum. BuLL. 132. , 
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ending after the date of distribution or transfer.** Consequently, if 
a merger occurred on December 31, 1958, and the acquiring corpora- 
tion was a calendar year taxpayer, none of the transferor’s corpo- 
ration’s operating loss would carryover to the acquiring corpora- 
tion’s year ending December 31, 1958. If the statute had read ‘‘time’’ 
instead of ‘‘date,’’ then possibly some of the loss could first be car- 
ried over to the acquiring corporation’s taxable year 1958; but in its 
present form, the loss may first be carried over only to the acquiring 
corporation’s year ending December 31, 1959. If the acquiring corpo- 
ration had been a fiscal year taxpayer, with a taxable year ending 
June 30, 1959, then the first taxable year to which the loss could be 
carried would have been the year ending June 30, 1959.** 

With a view to securing the maximum five-year carry-forward 
period for net operating losses, the ‘‘timing’’ of the transaction is 
most important. This importance is largely attributable to the rule 
in section 381(b)(1) requiring that the taxable year of the trans- 
feror corporation end as of the date of transfer, except in an (F)- 
type reorganization. Thus, where the transaction occurs in ‘‘mid- 
year’’ * of either the transferor or acquiring corporations, the total 
carryover period may be reduced. For example, A corporation has 
a net operating loss for the year 1957, and on July 4, 1958, A merges 
into B corporation. Both corporations are on a calendar year basis 
of accounting. Since A’s short period (January 1 to July 4, 1958) 
constitutes a taxable year © under the provision of sections 172 and 


47 I.LR.C. § 381(c) (1) (A) (1954). The existence of minority stock interests in the trans- 
feror corporation is ignored in determining the amount of any operating loss carry- 
over. For example, P corporation owns 80 per cent of the stock of S corporation, and Z 
the remaining 20 per cent. If P liquidates S under section 332 (1954), any net operating 
loss carryover will be available to P after liquidation, without diminution by reason of the 
fact that 20 per cent of the assets of S were distributed to Z corporation. Thus, P ac- 
quires 100 per cent of S’s loss carryovers while receiving only 80 per cent of the assets. 
This seems inequitable and contrary to the underlying intent of the section that the tax 
attributes follow the assets of the corporation. It would seem more reasonable, as well as 
feasible, to apportion the loss carryover of S between P and Z on the basis of the proportion 
of S assets received. 

48 Section 381(c)(1)(A) (1954) represents a rejection of the Commissioner‘s argu- 
ment in California Casket Co., supra note 40. There the transferor and acquiring corpora- 
tions both used a June 30 fiscal year. On August 31, 1944, there was a statutory merger. 
The acquiring corporation attempted to carry over unused excess profits credits of the 
transferor corporation to its taxable year ending June 30, 1945. The Commissioner argued 
that the period of June 30—August 31 was a taxable year for the transferor, and thus the 
acquiring corporation’s fiscal year ending June 30, 1945 was not a succeeding taxable year 
within the meaning of section 710(¢) (3) (B) (1939). 

49 For the purposes of this discussion, a ‘‘mid-year’’ transaction is a section 381(a) 
(1954) transaction which occurs any time after the first day of the corporation’s taxable 
year and before the last day of such year. 

50 Section 7701(a) (23) (1954) defines ‘‘taxable year’’ to include a fractional part of 
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381(c)(1)(A), the 1957 loss of A would be carried forward to the 
following taxable years—A’s July 4, 1958, B’s 1958, B’s 1959, B’s 
1960, and B’s 1961. As a consequence of this mid-year transfer, the 
net carryover period for the operating loss is decreased from five to 
four years. If the facts were the same, except that B was a July 31 
fiscal year taxpayer, seventeen months of carryover time would be 
forfeited. A’s 1957 loss would carry forward to the following years— 
A’s July 4, 1958, B’s July 31, 1958, B’s July 31, 1959, B’s July 31, 
1960, and B’s July 31, 1961. 

Of course, since the ‘‘ year ending”’ rule of section 381(b) (1) is in- 
applicable to a section 368(a)(1)(F) reorganization, the carryover 
period would not be shortened regardless of whether or not the 
transaction occurs ‘‘mid-year.’’ Thus A’s taxable year above would 
not end on July 4, 1958, and only B corporation would be required to 
file a return.” 

To avoid the forfeiture of a portion of the carryover period, corpo- 
rations having the same accounting periods should time the trans- 
action so as to fall on the last day of the taxable year. In this way 
there would be no short period before or after the acquisition, reduc- 
ing the carryover period.” In a situation where the corporations 
have different accounting periods, the problem could possibly be 
solved by having the gain corporation merge into the loss corpora- 
tion. Accordingly, the pre-merger and post-merger portions of the 
year would be treated only as one taxable year for the purposes of 
the loss corporation’s carryover. However, this might be questioned 
by the Service, since such a procedure is contrary to the expressed 
intention of Congress that the tax results in this area should not be 
dependent on the form in which the transaction is cast.** It might 
also be possible to change the accounting period of the gain corpo- 
ration so that it coincides with that of the loss corporation. How- 
ever, any such requested change in accounting period would un- 
doubtedly be closely scrutinized and require some valid business 
purpose other than mere tax motivation. 


a year for which a return is filed. Section 443(a)(2) (1954) requires a taxpayer to file a 
return for this short period. See supra notes 29 and 30. 

51 See Rev. Rul. 57-276, 1957-1 Cum. Buu. 126. 

52 It would appear that where the merger occurs on the first day of the taxable year of 
both corporations, the carryover period could be reduced by as much as 11 months. Section 
381(b) (1) (1954) states that the transferor’s year ends on the date of the transfer and 
section 381(c) (1) (A) states the loss is carried over to the first taxable year ending after 
the date of transfer. It depends on the meaning of the preposition ‘‘on’’ in section 381 
(b) (1). If it is construed to mean at the end or close of that date, then possibly it could 
be argued that the short period of one day constitutes a taxable year. 

58 See note 9 supra. 
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Lim1raTIon ON Net Operatine Loss Depuction 


Where the transaction occurs in mid-year, the amount of the de- 
duction attributable to the net operating loss carryover of the trans- 
feror corporation is limited, in the acquiring corporation’s first 
taxable year ending after the date of transfer, to an amount which 
bears the same ratio to the taxable income of the acquiring corpo- 
ration for such year as the number of days in the taxable year after 
the date of acquisition bears to the total number of days in the tax- 
able years. 

For example, A and B corporations are calendar year taxpayers. 
A has a net operating loss carryover from 1958 of $10,000. On July 
1, 1959, A merges into B. For the year 1959, B has taxable income of 
$10,000. The amount of the operating loss carryover deductible by B 
for the taxable year 1959 is approximately $4,914, or 183/365ths 
times $10,000. Of course, if the merger had occurred on December 31, 
1958, the entire $10,000 would be deductible by B in the taxable year 
ending December 31, 1959. Of course, for years subsequent to the 
year of acquisition, there is no similar pro rata limitation on the 
amount of the transferor’s operating loss carryovers which the 
acquiring corporation may deduct. 

Again, it may be important which corporation is selected as the 
acquiring corporation. In the case of a mid-year transfer, it would 
be possible to secure a larger immediate tax benefit in the year of 
acquisition by choosing as the acquiring corporation the taxpayer 
having the greatest income. Since the post-acquisition taxable in- 
come would be larger, the limitation in section 381(c)(1)(B) would 
be proportionately greater, and consequently, more of the trans- 
feror’s loss carryover would be deductible by the acquiring corpora- 
tion in its first taxable year ending after the date of transfer. 

The limitation in section 381(¢c)(1)(B) is apparently inapplicable 
to an (F')-type reorganization. This is in keeping with the very na- 
ture of such a reorganization, in which the surviving corporation is 
in every respect identical to its predecessor but for the mere change 
in corporate shell or domicile. Section 381(b) specifically excludes an 
(F')-type reorganization from the application of the three operating 
rules listed therein, particularly paragraph 2 defining the ‘‘date of 
distribution or transfer’’ for purposes of section 381. Accordingly, 
for the purposes of section 381, there is no ‘‘date of distribution or 
transfer’’ as such in an (F) reorganization, and thus the conditions 
and limitations in sub-paragraphs (A), (B), and (C) of section 381 


54T.R.C. § 381(c) (1) (B) (1954). This appears to be a partial recognition of the Com- 
missioner ’s argument in California Casket Co., supra note 40. 
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(c)(1) would be inapplicable since these provisions are phrased in 
terms of such ‘‘date of distribution or transfer.’’ Thus, any net 
operating losses would carry over absent any of the conditions and 
limitations contained in the sub-paragraphs of section 381(c) (1). 
On the other hand, it may be argued that the limitations in section 
381(c) (1) apply to an (F)-type reorganization. In the case of sucha 
transaction, there is by necessity a ‘‘transfer’’ within the meaning 
of section 381(a) (2). Despite the fact that the ‘‘date’’ of the transfer 
is not established under section 381(b)(2), there is nevertheless 
‘*some date’’ on which the transfer is completed. Thus, unless the 
words ‘‘date of ... transfer’’ only mean such date as is established 
under section 381(b) (2) , the limitations in section 381(c)(1) would 
seem applicable. 

Although the first interpretation appears to be the soundest form 
of statutory construction, in the interest of clarity and certainty it 
would seem advisable that the Regulations promulgated for this sec- 
tion specifically provide that in the case of an (F')-type reorganiza- 
tion net operating losses of a predecessor corporation carry over, 
unfettered by the conditions and limitations of section 381(c¢) (1).* 


Post-AcquIsITION YEARS 


For the purpose of determining the amount of the net operating 
loss of either the transferor or acquiring corporation which is a 
carryover to taxable years subsequent to the year of acquisition 
specified in section 381(c)(1)(A), the taxable income of such tax- 
able year of acquisition is computed under section 172(b) (2), subject 
to the conditions and limitations contained in section 381(¢c)(1)(C). 

In determining the origin and amount of any net operating loss 
carryovers absorbed in the year of acquisition, a net operating loss 
for a loss year of the transferor corporation, which ends ‘‘on or 
before the end of a loss year of the acquiring corporation,’’ is con- 
sidered to be a net operating loss for a year prior to such loss year 
of the acquiring corporation.” Thus, if both the acquiring and trans- 


55 Possibly section 381(c) (1) itself could be so amended as to make this certain. For 
example, 

**(¢) Items of the distributor or transferor corporation.—The items referred to in sub- 
section (a) are: 

*€(1) Net operating loss carryovers.——The net operating loss carryovers determined 
under Section 172, subject to the following conditions and limitations: [except in the case 
of an acquisition in connection with a reorganization described in subparagraph (F) of 
section 868(a)(1)].’? 

56 I.R.C. § 381(e) (1) (C) (1954) ; S. Rep. No. 1622, 83d Cong., 2d Sess. 277 (1954). This 
rule has been interpreted as meaning that ‘‘all of the transferor’s losses for any year 
ending on or prior to the end of the latest loss year of the acquiring corporation would be 
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feror corporations have a net operating loss for a year prior to the 
year of acquisition, and if the loss year of the transferor ‘‘ends on 
or before the end’’ of the loss year of the acquiring corporation, 
then the net operating loss of the transferor is applied first to the 
taxable income of the acquiring corporation for the year of acqui- 
sition before any of the acquiring corporation’s loss is applied.” 
This rule reduces somewhat the danger of a transferor’s net oper- 
ating loss not being fully absorbed in succeeding years, due to the 
reduction in the total carry-forward period in a ‘‘mid-year’’ trans- 
action by virtue of section 381(b) (1). 

If the date of distribution or transfer falls on any day ‘‘other than 
the last day of a taxable year of the acquiring corporation,’’ the 
provisions in clauses (i) through (vi) of section 381(c) (1)(C) must 
be followed in determining the amount of a net operating loss which 
is a carryover to a subsequent taxable year.®* These provisions, 
which apply only to transactions which are ‘‘mid-year’’ as to the 
acquiring corporation, are undoubtedly the most troublesome of the 
entire section. Consequently, it would probably be wise to avoid 
their application altogether by arranging the asset acquisition at the 
end of the acquiring corporation’s taxable year. However, in actual 
practice, sundry business reasons may require a ‘‘mid-year’’ trans- 
action. 

These clauses ‘‘separate’’ the taxable year in which the date of 


absorbed against the acquiring corporation’s taxable income for the year of acquisition 
first before applying any of the losses of the acquiring corporation. ...’’ (emphasis added) 
Johnson, Inheritance by Successor Corporations of Tax Attributes—Sec. 38 in PROCEED- 
INGS OF NEw YorK UNIVERSITY FouRTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
828-829 (1956). See also MERTENS, FEDERAL INCOME TAXATION (1957 ed.). 

57 Example: A corporation was organized on January 1, 1956, and B on January 1, 
1957. A merges into B on December 31, 1957. Both corporations are on the calendar year 
basis. 4 had prior net operating losses for the years 1956 and 1957 in the amounts of 
$10,000, respectively. B had net operating losses for 1957 of $10,000. In 1958, B has tax- 
able income from operations of $20,000. B’s net operating loss deduction for 1958 is 
$30,000 ($20,000 carryovers of A unlimited by section 381(¢)(1)(B) (1954)). For pur- 
poses of determining the origin and amount of any net operating loss carryovers to 1959 
(a year subsequent to the year specified in section 381(c)(1)(A)), the net operating 
losses of A for the years 1956 and 1957 are considered to be losses of a year prior to 1957, 
a loss year of B corporation. Consequently, A’s losses are considered as having been ab- 
sorbed by B’s 1958 income, and B’s $10,000 loss for 1957 will be treated as a carryover to 
1959. 

58 Clauses (i) through (vi) of section 381(c)(1)(C) are inapplicable where (1) both 
corporations are on a calendar year, and the transfer occurs on the last day of the acquir- 
ing corporation’s taxable year; (2) the acquiring corporation is on a calendar year and 
transferor is on a June 30 fiscal year, if the transfer occurs on December 31; (3) the ac- 
quiring corporation is on a June 30 fiscal year and the transferor is on a calendar year, if 
the transfer occurs on June 30. 
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distribution or transfer falls into two parts, the ‘‘pre-acquisition 
part year”’’ and the ‘‘ post-acquisition part year.’’ These two parts 
are considered to be two taxable years solely for the purpose of sub- 
paragraph (C) of section 381(c)(1).°° The ‘‘pre-acquisition part 
year’’ begins on the same day as such taxable year begins and ends 
on the date of distribution or transfer.” The ‘‘ post-acquisition part 
year’’ begins on the day following the date of distribution or trans- 
fer and ends on the same day as the end of such taxable year of the 
acquiring corporation.” These two portions of the acquisition year 
are considered as two separate years for purposes of the five-year 
carry-forward period under section 172(b)(1)(B) in which the 
losses of the transferor may be absorbed. 

In determining the net operating loss carryovers to years subse- 
quent to the year of acquisition, such year of acquisition is treated 
as a ‘‘prior taxable year’’ within the meaning of section 172(b) (2). 
The ‘‘taxable income’’ for such taxable year (computed with the 
modifications in section 172(b)(2)(A), but without a net operating 
loss deduction) is divided between the pre-acquisition and post- 
acquisition parts of the year in proportion to the number of days in 
each. 

The income of the pre-acquisition part year may only offset the 
net operating loss carryovers of the acquiring corporation but not 
any of the loss carryovers of the transferor corporation.® The post- 
acquisition part year income is first used to offset any net operating 
loss carryovers of the transferor corporation, with the balance, if 
any, offsetting the loss carryovers of the acquiring corporation. 

The operation of section 381(c)(1)(C) may best be illustrated by 
the following example involving a ‘‘mid-year’’ transaction where 
both the acquiring and transferor corporations have net operating 


59 T.R.C, § 381(¢) (1) (C) (i) (1954). ‘‘For the purpose of determining under Section 
172(b) (1) the years to which a net operating loss for a loss year of the acquiring corpora- 
tion is carried, the pre-acquisition part year and the post-acquisition part year are together 
treated as only 1 taxable year.’’ S. Rep. No. 1622, 83d Cong., 2d Sess. 277 (1954). 

60 I.R.C. § 381(¢) (1) (C) (ii) (1954). 

61 I.R.C. § 381(¢) (1) (C) (iii) (1954). 

62 I.R.C. § 381(¢) (1) (C) (iv) (1954). Notice how this daily proration rule dovetails with 
the allocation formula in section 381(¢)(1)(B) (1954). The modifications in section 172 
(b) (2) (A) (1954) applicable to corporations are found in section 172(d) (5). In com- 
puting the taxable income for the prior taxable year of acquisition, the deductions under 
sections 242 (1954) and 922 (1954) are not allowed. 

63 I.R.C. § 381(c) (1) (C)(v) (1954). ‘‘A net operating loss carryover from a loss year 
of the acquiring corporation is first carried to the pre-acquisition part year and then the 
remainder, if any, is carried to the post-acquisition part year.’’ S. Rep. No. 1622, 83d 
Cong., 2d Sess. 277 (1954). 
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losses for years prior to the date of acquisition.“ Corporation X was 
organized on January 1, 1953, and had net operating losses in the 
calendar years 1953 and 1954 of $10,000 and $15,000, respectively. 
Corporation Y was organized on January 1, 1952, and had net oper- 
ating losses in the calendar years 1952, 1953, and 1954 of $7,000, 
$10,000, and $25,000, respectively. On July 4, 1955, Y merges into X 
corporation and ends its taxable year with $1,000 taxable income be- 
fore considering the net operating loss deduction. It has no modifica- 
tions under section 172(b)(2)(A) for such taxable year. X has tax- 
able income of $36,500 for 1955 before considering the net operating 
loss deduction and also has section 172(b)(2)(A) modifications of 
$365. 

For the year 1955, X corporation has a net operating loss deduc- 
tion of $43,000 computed in the following manner: 


Net operating loss 





carryovers 
Y’s 1952 $6,000 % 
Y’s 1953 10,000 
X’s 1953 10,000 
Y’s 1954 2,000 8% 
X’s 1954 15,000 
$43,000 


In computing the net operating loss carryovers to 1956, sub-para- 
graph (C) of section 381 (c) (1) requires that the 1955 taxable income 
(computed with the modifications specified in section 172(b) (2) (A)) 
be divided in two parts, each of which is treated as a taxable year for 
this purpose only. Thus 185/365ths of $36,500, plus $365, or $18,685, 
is allocated to the pre-acquisition part year; and 180/365ths of 
$36,500, plus $365, or $18,180, is allocated to the post-acquisition 
part year. Under section 381(c) (1) (C)(v), only net operating losses 
for X’s loss years may be used against the pre-acquisition part year 
income. 


64 This first example will be found in the Senate Report, id. 

65 Y’s 1952 net operating loss of $7,000 would first offset Y’s income of $1,000 for the 
taxable year ended July 4, 1955, and hence would be a net operating loss carryover of 
$6,000 to X for 1955. 

66 Section 381(c) (1)(B) (1954) limits the portion of X’s net operating loss deduction 
in 1955 attributable to net operating loss carryovers from Y to (180/365ths of $36,500) 
$18,000. Since Y had net operating loss carryovers of $6,000 and $10,000 from years prior 
to 1954, Y’s 1954 net operating loss carryover of $25,000 is limited in 1955 to $2,000. 
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X’s 1953 net operating loss would be treated as follows: 


Net operating loss $10,000 
X’s pre-acquisition part year income computed under sec- 

tion 172(b) (2) and sub-paragraph (C) —18,685 
No net operating loss carryover to the post-acquisition 

part year or any subsequent years -0— 
X’s 1954 net operating loss would be treated as follows: 

Net operating loss $15,000 
X’s pre-acquisition part year income computed under sec- 

tion 172(b) (2) and sub-paragraph (C) —8,685 * 


Net operating loss carryover to post-acquisition part year $ 6,315 


X’s post-acquisition part year income computed under sec- 
tion 172(b) (2) and sub-paragraph (C) —0—*® 


$ 6,315 


Thus, $6,315 of X’s net operating loss for 1954 would be carried for- 
ward to X’s taxable year 1956. 


Y’s 1954 net operating loss would be treated as follows: 


Net operating loss $25,000 

Y’s income for the taxable year ending July 4, 1955, com- 

puted under section 172(b) (2) 0 

Net operating loss carryover to X’s year 1955 $25,000 

X’s post-acquisition part year income computed under sec- 

tion 172(b) (2) and sub-paragraph (C) 2,180 
$22,820 


67 X’gs pre-acquisition part year income of $8,685 is determined as follows: 
Divided portion of income computed with modifications specified in section 172 





(b) (2) (A) (1954) $18,685 
Net operating loss deduction computed under section 172(b) (2) (B), sub-para- 
graph (C) 10,000 
Total $ 8,685 


68 X’s post-acquisition part year income of zero dollars is determined as follows: 
Divided portion of income computed with modifications specified in section 172 





(b) (2) (A) $18,180 
Net operating loss deduction made up of net operating loss carryovers (from 
prior years) of $6,000 (Y 1952), $10,000 (Y 1953), and $25,000 (Y 1954) 41,000 
Income is not considered less than zero —I— 


89 X’s post-acquisition part year income of $2,180 is determined as follows: 
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Thus, $2,180 of Y’s 1954 operating loss of $25,000 was absorbed by 
X’s post-acquisition part year income, resulting in a carryover of 
the remaining $22,820 to X’s taxable year ending December 31, 
1956.”° 

If only Y corporation had had net operating losses for years prior 
to the date of acquisition, i.e., for 1952, 1953, and 1954, then such 
losses would likewise be offset against the $18,180 post-acquisition 
year income of X, and $22,820 of Y’s net operating loss for 1954 
would carry over to 1956.” 

If X had merged into Y corporation, the result would have been 
somewhat different. Assume for the purposes of this supposition, 
that X had $18,000 income for its taxable year ending July 4, 1955, 
and Y $2,000 for its entire year 1955. For the year 1955, Y corpora- 
tion has a net operating loss deduction of $42,987, computed in the 
following manner : 

Net operating loss 





carryovers 
Y’s 1952 $ 7,000 
Y’s 1953 10,000 
X’s 1954 987 ™ 
Y’s 1954 25,000 
$42,987 
Divided portion of income computed with modifications specified in section 172 
(b) (2) (A) $18,180 
Net operating loss deduction made up of net operating loss earryovers (from 
prior years) of $6,000 (Y 1952) and $10;000 (¥ 1953) 16,000 
Total $ 2,180 


70 Assuming X remained on the calendar year basis, the years to which the net operating 
losses may be a carryover under section 172(b) (1) are: 

Loss year Carried to 

Y 1952 Y 1953, Y 1954, Y July 4, 1955, X 1955, X 1956 

Y 1953 Y 1954, Y July 4, 1955, X 1955, X 1956, X 1957 

X 1953 X 1954, X 1955, X 1956, X 1957, X 1958 

Y 1954 Y July 4, 1955, X 1955, X 1956, X 1957, X 1958 

X 1954 X 1955, X 1956, X 1957, X 1958, X 1959 

71 In computing the net operating loss deduction for the post-acquisition part year under 
section 381(¢)(1)(C)(vi) (1954), the determination is made without regard to any net 
operating loss for the post-acquisition part year or for any year thereafter. See I.R.C. 
§ 172(b) (2) (B) (1954). 

72 X’s income for the year ended July 4, 1955 would be absorbed in the following manner: 


X’s income in 1955 $18,000 
Less net operating loss carryover from 1953 10,000 

$ 8,000 

Less net operating loss carryover from 1954 15,000 
Net operating loss carryover from X 1954 to Y 1955 $ 7,000 


Section 381(c)(1)(B) (1954) limits the portion of Y’s net operating loss deduction for 
1955 attributable to a net operating loss from X to 180/365ths of $2,000 or approximately 
$987. Thus, X’s net operating loss carryover of $7,000 is limited in 1955 to $987. 








195 


col 
tax 
ing 
18 
act 
to 
on 
pr 
Y' 


tic 


N 
ol 


head bt be 








1959] CARRYOVERS IN CORPORATE ACQUISITIONS 59 


As was done before, the taxable income for 1955 of the acquiring 
corporation is divided into two parts, each of which is treated as a 
taxable year for the purposes of section 381(¢)(1)(C) only. Assum- 
ing no modifications under section 172(b)(2)(A) for Y corporation, 
185/365ths of $2,000, or approximately $1,013, is allocated to the pre- 
acquisition part year, and 180/365ths of $2,000, or $987, is allocated 
to the post-acquisition part year. Under section 381(c) (1)(C)(v), 
only net operating losses for Y’s loss years may be used against the 
pre-acquisition part year income. 


Y’s 1952 net operating loss would be treated as follows: 
Net operating loss $ 7,000 


Y’s pre-acquisition part year income computed under sec- 
tion 172(b) (2) and sub-paragraph (C) —1,013 


Net operating loss carryover to post-acquisition part year 
or any later year. $ 5,987 


Since Y’s post-acquisition part year income is only $987, obviously 
this will all be absorbed first by X’s loss earryovers. Consequently, 
Y corporation will have net operating loss carryovers to 1956 total- 
ing $47,000.** ’ 

Since X corporation had $18,000 for its taxable year ended July 4, 
1955, its net operating loss for 1953 of $10,000 was fully absorbed. 
In addition, $8,000 of its 1954 loss was absorbed by the remaining 
$8,000 income. The remaining $7,000 net operating loss for 1954 is a 
carryover to the post-acquisition part year income of Y for 1955. 
Accordingly, $987 of X’s 1954 net operating loss is absorbed, leaving 
a net operating loss carryover to Y’s year 1956 of $6,013 (X’s 1954 
net operating loss). 

By changing the form in which this transaction was cast, resulting 
in Y becoming the acquiring corporation, the total carry-forward 
period for Y’s losses was not reduced by one year as before.* How- 
ever, since Y’s total income for 1955 was very small, only a small 


73 Y’s total net operating loss carryover to 1956 is computed as follows: 





Net operating loss carryover from Y 1952 $ 5,987 
Net operating loss carryover from Y 1953 10,000 
Net operating loss carryover from X 1954 6,013 
Net operating loss carryover from Y 1954 25,000 
Total $47,000 
74 Y’s net operating losses would carry over to the following years: 
Loss year Carried to 


Y 1952 Y 1953, Y 1954, ¥ 1955, Y 1956, Y 1957 

Y 1953 Y 1954, Y 1955, ¥ 1956, Y 1957, Y 1958 

Y 1954 Y 1955, Y 1956, Y 1957, Y 1958, ¥ 1959 
See note 70 supra. 
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portion of its net operating loss carryovers was absorbed by the 
pre-acquisition part year income. Consequently, its total net operat- 
ing loss carryovers to subsequent years have been substantially in- 
creased.” Unless it was foreseeable that Y’s income in the very near 
future would substantially increase, a merger by X into Y would be 
ill-advised. If Y were to continue with poor earnings, there would 
be a strong possibility that part of its net operating loss carryovers 
would go unabsorbed and consequently be of no tax benefit. 

Accordingly, before any decision is made as to which corporation 
will be the acquiring corporation, all these effects and counter-effects 
should be carefully considered. The form of the transaction is still 
very important in this area. 


EARNINGS AND PRoFits 


Pre-1954 TreatMENT 


In 1932, the Court of Appeals for the Second Circuit in the San- 
some ® case held that the earnings and profits of a subsidiary in a 
tax-free liquidation pass over and remain, for purposes of distribu- 
tion, earnings and profits of the successor or parent corporation. The 
reorganized corporation was but a continuation of its predecessor 
and accordingly inherited the latter’s earnings and profits. This 
case was widely cited and followed in the area of tax-free reorgan- 
izations.” 


75 When Y merged into X, the total net operating carryovers to 1956 equalled $29,135 
(comprising X 1954 of $6,315, and Y 1954 of $22,820). If X were to merge into Y, the 
total net operating loss carryovers would be $47,000 (comprising X 1954 of $6,013, and Y’s 
$40,987). See note 73 supra. 

76 Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932), cert. denied, 287 U.S. 667 (1932). 

77 The Sansome doctrine was applied in the following situations: Putnam v. United 
States, 149 F.2d 721 (1st Cir. 1945), affirming 53 F.Supp. 729 (D.Mass. 1944), involving a 
reorganization under section 112(g)(1) of Revenue Act of 1928 (akin to a section 368 
(a) (1) (C) reorganization today) ; Robinette v. Comm’r, 148 F.2d 513 (9th Cir. 1945), 
concerning the liquidation of a wholly-owned subsidiary under section 112(b) (6) of the 
Revenue Act of 1936 (similar to the present section 332); the same transaction was in- 
volved in Kolkey v. Comm’r, 254 F.2d 51 (7th Cir. 1958) ; United States v. Kauffman, 62 
F.2d 1045 (9th Cir. 1933), involving a transaction similar to a present section 368(a) 
(1) (D) reorganization; the same type of transaction was involved in Murchison’s Estate 
v. Comm’r, 76 F.2d 641 (5th Cir. 1935), and Reed Drug Co. v. Comm’r, 130 F.2d 288 
(6th Cir. 1942), affirming 44 B.T.A. 573 (1941). The doctrine has also been applied to 
split-offs. See Barnes v. United States, 22 F.Supp. 282 (E.D.Pa. 1938), and Stella K. 
Mandel, 5 T.C. 684 (1945). But see Mansfield v. United States, 58-1 U.S.T.C. 9333 (Ct.Cl. 
1958), which distinguishes the Barnes and Mandel cases. The Sansome doctrine has been 
applied under the 1954 Code in section 312(i), concerning divisive reorganizations, to 
allocate a portion of the earnings and profits of the distributing corporation to the con- 
trolled corporation. ‘‘ However, no deficit of a distributing corporation will ever be allo- 
eated to a controlled corporation.’’ S. Rep. No. 1622, 83d Cong., 2d Sess. 250 (1954). 
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The Supreme Court in the Munter case ® ruled that the earnings 
and profits of two predecessor corporations, which were merged to 
form a new corporation, carried over to the acquiring corporation, 
notwithstanding the fact that new investors participated in the re- 
organization. They did not disappear merely because the new cor- 
poration had some assets and owners in addition to those of the old 
corporations. Any such reasoning would have permitted the earn- 
ings and profits to go untaxed forever. A year later, in Commissioner 
v. Phipps,” the Court disallowed the carryover of a deficit in earn- 
ings and profits to the surviving parent corporation following the 
tax-free liquidation of wholly-owned subsidiaries. It emphasized 
that the Sansome rule was grounded not on a theory of continuity 
of corporate enterprise, but rather on the necessity of preventing 
the escape of earnings and profits from taxation.*° 


1954 Copr: GENERAL PRovisIons 


Section 381(c)(2) represents a codification of the Sansome and 
Munter rules, and a rejection of the general principles of the Phipps 
case, except for certain limitations on the use of a deficit in earnings 
and profits. 

In the case of an asset acquisition falling within one of the five 
specified transactions in section 381(a), the earnings and profits 
accumulated since February 28, 1913, or a deficit therein, of the 
transferor corporation are deemed to have been received and in- 


The broad delegation of power given to the Commissioner to implement section 312(i) 
has been exercised in Reg. Sec. 1.312-10 (1955), T.D. 6152, 1955-2 Cum. Buu. 61. See 
note 19 supra. 

The Sansome doctrine was held inapplicable in the following cases: F. R. Humpage, 17 
T.C. 1625 (1952), a section 77B bankruptcy reorganization; Ida I. McKinney, 32 B.T.A. 
450 (1935), the organization of a new corporation (present section 351). See also Reg. Sec. 
1.312-11 (1955), T.D. 6152, 1955-2 Cum. BULL. 61. 

78 Comm’r v. Munter, 331 U.S. 210, 216 (1947), reversing and remitting 157 F.2d 132 
(3d Cir. 1946). The Court stated, ‘‘But insofar as payments to the predecessor corpora- 
tions or their shareholders do not actually represent taxable distributions of earnings and 
profits, those earnings and profits must be deemed to have become available for taxable 
distribution to the successor corporation. ’’ 

79 336 U.S. 410 (1948), reversing 167 F.2d 117 (10th Cir. 1948). However, in Harter v. 
Helvering, 79 F.2d 12 (2d Cir. 1935), reversing and remitting 30 B.T.A. 572 (1934), the 
Court permitted the parent in a tax-free liquidation to offset its deficit against the earn- 
ings and profits acquired from the subsidiary. The rule of Phipps seems to have been 
adopted in section 312(i) (1955). See Reg. See. 1.312-10 (1955). 

80 But see United States v. Snider, 224 F.2d 165 (1st Cir. 1955), affirming 125 F.Supp. 
352 (D.Mass. 1954), where the Court allowed the carryover of a deficit in earnings and 
profits in a transaction akin to a present (F)-type reorganization. The Court distinguished 
the case from Phipps, since here the acquiring corporation at the time of the reorganization 
had no earnings and profits, and thus none were escaping taxation. 
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curred by the acquiring corporation as of the ‘‘close’’ of the date of be 
distribution or transfer.*! in 
If the transferor corporation has a deficit in earnings and profits, de 
such deficit may only reduce earnings and profits of the acquiring 
corporation accumulated after the date of acquisition. Accordingly, (J 
such deficit may not be used to reduce earnings and profits of the al 
acquiring corporation accumulated before the date of acquisition.” tk 
Likewise, a deficit of the acquiring corporation may be used only to al 
reduce earnings and profits of the acquiring corporation accumu- al 
lated after the date of acquisition and cannot reduce earnings and tk 
profits acquired from the transferor corporation.** te 
The amount of earnings and profits for the first taxable year of ) of 
the acquiring corporation ending after the date of the distribution Cé 
or transfer which may be offset by a deficit of a transferor corpora- a 
tion is that amount which bears the same ratio to the ‘‘total undis- - 
tributed earnings’’ for such year as the number of days of such year fe 
after the date of acquisition bears to the total number of days in such 
year.** For example, A company and B company are calendar year ti 
taxpayers. A has a deficit in earnings and profits of $20,000, while p 
B on December 31, 1958, had accumulated earnings and profits of p 
$50,000. On June 30, 1959, A merges into B. During the calendar year a 
1959, B has earnings and profits of $20,000. The deficit of $20,000 0 
acquired from A can only reduce B’s 1959 earnings accumulated ti 
after June 30, or 184/365ths (approximately one-half) of $20,000, i 
or $10,000. Thus, at the end of 1959 A would have total accumulated a 
earnings and profits of $60,000 and a deficit of $10,000 which may be y | 
carried over to reduce the undistributed earnings of 1960 and, if nec- n 
essary, in the following succeeding years.* Notice that if our merger 0 
81 I.R.C. § 381(e) (2) (A) (1954). b 
82 I.R.C. § 381(¢c) (2) (B) (1954). This constitutes a partial codification of Phipps. See d 
note 79 supra. 
83 This is contra to the result in the Harter case, supra note 79, and accordingly elim- 
inates any distinction between an upstream and downstream merger in this area. a 
84 ‘* Total undistributed earnings’’ is defined as ‘‘earnings which, but for the operation a 
of this section, would, at the end of the taxable year, be included in earnings and profits of 
the acquiring corporation accumulated after February 28, 1913... .’’ S. Rep. No. 1622, E 
83d Cong., 2d Sess. 279 (1954). ‘‘ Earnings and profits’’ as used in section 381 has the 1 
same meaning as it has for the purposes of section 316(a) (1954). Presumably in a sec- x 
tion 368(a)(1)(C) (1954) reorganization, the acquiring corporation could receive the 
transferor’s total undistributed earnings and profits undiminished, notwithstanding the Vv 
fact that it received only 90 per cent, i.e., substantially all, of the transferor’s assets. d 
85‘*In no case may a succeeding year be omitted for the purpose of reducing undis- d 


tributed profits in succeeding years. ...’’ S. Rep. No. 1622, 83d Cong., 2d Sess. 280 (1954). 
Where the acquiring corporation has a deficit on the date of acquisition, such deficit of the 
transferor corporation is to be included in the deficit of the acquiring corporation ‘‘on the 
date of acquisition.’’ Ibid. 
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between A and B had occurred on December 31, 1958, the entire earn- 
ings of A for the taxable year 1959 could be reduced by the $20,000 
deficit carried over. 

Theoretically speaking, the allocation ratio in section 381(c) (2) 
(B) does not necessarily accomplish the desired purpose of only 
allowing a deficit to reduce earnings and profits accumulated after 
the acquisition. For example, where a merger is effected in mid-year 
and the acquiring corporation’s current earnings are solely attribut- 
able to the first six months of business activity prior to the merger, 
the statutory ratio still allocates a portion of this income (one-half) 
to the six months’ period after the merger and thus allows the offset 
of part or all of a deficit carried over. However, as is frequently the 
case, the theoretical must surrender to the practical. Any attempt 
at daily proration of income so as to give effect to when it was earned 
—before or after the acquisition—would not be administratively 
feasible.** 

It would seem to be necessary in a situation where either corpora- 
tion before the transfer has a deficit in accumulated earnings and 
profits, for the acquiring corporation to establish two earnings and 
profits accounts, the one for pre-acquisition accumulated earnings 
and profits, and the other for the deficit against which may be offset 
only the undistributed earnings and profits of the acquiring corpora- 
tion after the date of transfer. It would seem consistent with the 
intent of the statute that the accumulated earnings and profits 
account could only be offset by subsequent dividends and losses.** 
The definition of ‘‘ undistributed earnings’’ as contained in the Com- 
mittee Report would indicate that the current earnings and profits 
of the acquiring corporation after the transfer would be reduced first 
by any dividends or losses of that year and then by any carried-over 
deficit. 

For example, on June 30, 1959, A company has a $50,000 deficit in 
accumulated earnings and profits, whereas B company has $30,000 
accumulated earnings and profits. On that date A merges into B. 
Both corporations are calendar year taxpayers. If B has income in 
1959 of $50,000, its accumulated earnings account during the year 
will still show $30,000. Any distribution during 1959 after June 30 
would be treated as a dividend to the extent of $80,000. Thus, if B 
distributes $10,000 on December 1, 1959, this would be taxed as a 
dividend. The deficit account would be reduced by approximately 


86 Section 381(c) (1) (B) (1954) uses the same allocation formula. 
87 MERTENS, CopE COMMENTARY § 381(c) (1958 ed.). 
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$20,000 undistributed earnings for 1959, and the accumulated earn- 
ings and profits account would show $50,000. 

Except in the case of a mere change in identity, form, or place of 
organization under section 368(a)(1)(F), the taxable year of the 
transferor corporation in all other section 381(a) transactions ends 
on the date of the distribution or transfer, as provided in section 
381(b) (1). Thus, the earnings and profits of the transferor corpora- 
tion are received by the acquiring corporation as of the close of such 
date. The language of section 381(c)(2) and the limitations there- 
under might apply to an (F)-type reorganization. For example, A 
corporation is incorporated in state X and has accumulated earnings 
and profits. Pursuant to a plan to move its business to state Y, B cor- 
poration is organized in Y, and on July 1, 1959, A’s assets are trans- 
ferred to B in return for all B’s stock, which is immediately distrib- 
uted to A’s shareholders in return for their A stock. A is then dis- 
solved. Although the earnings and profits of A carry over to B as of 
the close of July 1, the taxable year of A does not end on such date. 
Consequently, the earnings and profits received by B would not only 
consist of earnings accumulated from February 28, 1913 to Decem- 
ber 31, 1958, as is generally the case, but would also seem to include 
current earnings for the period January 1 through July 1, 1959. 

However, if instead of accumulated earnings, A had a deficit in 
earnings and profits, such deficit likewise would carry over to B on 
July 1, 1959. If B became successful and had substantial earnings 
for the remaining six months of 1959, section 381(c)(2)(B) might 
nevertheless apply and limit to one-half the amount of these earn- 
ings which could be reduced by the deficit carried over. This seems 
unrealistic in view of the fact that B is the identical business in every 
respect, but for its new corporate domicile.* This identity of in- 
terest was apparently recognized in section 381(b) (3) where an (F)- 
type reorganization is specifically excepted from the prohibition of 
operating loss carrybacks. However, as the statute now reads, it is 
uncertain whether or not the rules in section 381(c)(2) apply to 
‘*all’’ section 381(a) transactions without exception. 

In the area of net operating loss carryovers, discussed above, the 
problem whether or not the limitations of section 381(c)(1) ap- 
plied to an (F') reorganization was answered in the negative, based 
on the conclusion that there was no ‘‘date of . . . transfer’’ of the 


88 See United States v. Snider, supra note 80. In Rev. Rul. 54-193, 1954-1 Cum. Bux. 
106, concerning a non-taxable reorganization under section 112(g)(1)(F) (1939) (now 
section 368(a)(1)(F) (1954)), it was held that the earnings and profits of the trans- 
feror ‘‘at the conversion date’’ became earnings and profits of the acquiring association 
‘available for dividends.’’ 
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nature referred to in the limitation sub-paragraphs. The general 
rule in section 381(a) states that the acquiring corporation ‘‘shall 
succeed to and take into account, as of the close of the day .. . of 
transfer’’ the items described in subsection (c). It could appro- 
priately be argued that this is the ‘‘shot-gun’’ provision for the 
carryover of all tax attributes, and since paragraph (2) itself is the 
earnings and profits item referred to in section 381(a), in an (F) re- 
organization, the earnings and profits carry over to the acquiring 
corporation as of the close of the day of transfer.*® Since in an (F) 
reorganization there is no ‘‘date of ... transfer’’ as defined in sec- 
tion 381(b) (2), the limitations and conditions in section 381(c) (2) 
would not apply. 

Clarification is obviously much needed in this area, as in the area 
of net operating loss carryovers, where the transaction involved is 
a reorganization described in section 368(a) (1) (F). Accordingly, it 
would be advisable for the Regulations under section 381 to provide 
specifically that the limitations in section 381(c) (2) are inapplicable 
to an (F’) reorganization.” 


Non-Section 381(a) Transactions 


As previously discussed, the carryover treatment under section 
381 is afforded only to certain types of asset acquisitions, specifically 
those enumerated in section 381(a). What then happens to the earn- 
ings and profits of the transferor corporation in a tax-free liquida- 
tion or reorganization not falling within section 381(a) ? In the ease 
of divisive reorganizations outside the scope of section 381, section 
312(i) and the Regulations thereunder provide for the allocation of 
a portion of the earnings and profits of the transferor corporation 
to the controlled corporation.” But as for the other transactions out- 
side section 381(a), no solution for carryover of earnings and profits 
is offered by the Code. In such cases, Congress has indicated that the 
prior judge-made law, namely, the Sansome and Munter rules, would 


89 Otherwise, why use the word ‘‘day’’ in section 381(a) (1954) and ‘‘date’’ every- 
where else in the section. 

90 The drafters of section 381 (1954) might have felt that such an exception would 
spawn a host of hybrid transactions claiming to be (F) reorganizations. ‘‘ At the same 
time the new provision makes it difficult to escape the tax consequences of the law by 
means of a legal artifice such as liquidation and reincorporation or merger into another 
corporation.’’ (emphasis added) S. Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954). See 
also Rev. Rul. 58-422, 1958-2 Cum. Buu. 145. But query whether there is any more real 
danger of such consequences in the area of earnings and profits than there would be in 
the case of the earryback of operating losses, See I.R.C. § 381(b) (3) (1954). 

91 See note 19 supra; also section 312(e) (1954) regarding the effect on earnings and 
profits in a section 346 (1954) partial liquidation. 
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still apply.” To adopt a different position would result in permitting | Ww 
the earnings and profits of the transferor corporation to be obliter- pi 
ated merely by the corporation going through a non-taxable trans- es 
action outside the scope of 381(a).°* Certainly Congress never in- 1! 
tended such a result. fe 
Date oF CaRRYOVER ; 
Section 381(c)(2)(A) specifically states that the earnings and 1 
profits of the transferor corporation are received and incurred by la 
the acquiring corporation as of the close of the date of the distribu- eC 
tion or transfer. Thus, for example, if A corporation merged intoB_ , fc 
corporation on June 30, 1959, A’s taxable year would end on that p 
date, pursuant to section 381(b) (3), and all of its earnings accumu- Ww 
lated up to that date would carry over on the close of such date to the tl 
acquiring corporation. o 

The remarks of the Senate Finance Committee, however, seem to 
militate against this specific directive in section 381(c)(2)(A). The re 
Report of that Committee states : ™ m 
tl 


... In no ease shall the earnings and profits of the distributor or trans- 
feror corporation, whether or not earnings and profits of the taxable year 
which ends on the date of distribution or transfer, be considered a part of the b 


earnings and profits for the first taxable year of the acquiring corporation | a 
which ends after the date of distribution or transfer... . a 
Some writers have interpreted this to mean that where both the be 
transferor and the acquiring corporation have earnings and profits, . 
that those of the acquiring corporation for the first taxable year end- 4 
ing after the date of acquisition may not include the accumulated 
° ‘ Cc 
earnings and profits of the transferor corporation.” Consequently, f 
pas rOmcetieNILYre ! ‘ 
92 See note 8 supra. f 
93 Suppose 4 corporation is organized by individuals on January 1, 1959, who acquire ° 
all its stock for $100,000 in cash. A immediately buys all of the stock of B corporation. For | m 
the years 1959 and 1960, B has earnings of $100,000 ($50,000 annually). On December 1, b 
1960, A liquidates B and on the same day distributes to its shareholders $100,000 in cash. t 
This liquidation falls outside section 381(a)(1) (1954), since the basis of the assets re- ew 
ceived is determined under section 334(b)(2) (1954), «.e., B was liquidated within two ) al 
years after the stock purchase. Consequently, unless the Sansome rule applies and permits Pp 
the carryover of B’s earnings and profits to A, the distribution to A’s shareholders is tax- 8: 
free, since A itself had no earnings. I.R.C. § 301(c) (2) (1954). Permitting earnings so to 81 
escape taxation completely, is contrary to the underlying reasoning in Sansome, Munter, iz 
and Phipps. 
948. Rep. No. 1622, 83d Cong., 2d Sess. 279 (1954). 
95 Ekman, Purchase of Loss Corporation, Sections 269 and 382 ; Carryovers; Section $81 1 
in PROCEEDINGS OF NEW YORK UNIVERSITY FIFTEENTH ANNUAL INSTITUTE ON FEDERAL 
TaxaTION 751 (1957). This interpretation would preserve as such a distribution which ry 


would normally have been a return of capital to shareholders of the acquiring corporation, p 
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where A corporation and B corporation are both calendar year tax- 
payers, and A merges into B on December 31, 1958, the accumulated 
earnings and profits of A do not carry over to B until January 1, 
1960. Where there is a mid-year merger on June 30 and the trans- 
feror corporation is a calendar year taxpayer, yet another interpre- 
tation has been given to the Committee’s remarks. The earnings and 
profits of the transferor corporation for the short period January 1, 
1959 to June 30, 1959 are considered part of the transferor’s accumu- 
lated earnings and profits which are carried over to the acquiring 
corporation as of the date of transfer. But the earnings and profits 
for this short period may not be used as a part of the acquiring cor- 
poration’s earnings and profits for the taxable year of acquisition 
whenever it is important to determine the earnings and profits of 
the acquiring corporation for the period in which the acquisition 
occurred.” 

Both of these interpretations seem to be reasonable efforts at 
reconciling the ambiguity between the statute itself and the Com- 
mittee’s remarks. However, it is the opinion of the author that all 
the accumulated earnings and profits of the transferor corporation 
carry over at the close of the date of acquisition and immediately 
become part of the acquiring corporation’s accumulated earnings 
and profits. This interpretation would seem to be substantiated by 
a recent Ruling concerning a (C)-type reorganization, wherein it 
was held that the earnings and profits of the transferor corporation 
are deemed to have been received by the acquiring corporation ‘‘as 
of the closing date of the transfer of properties. .. .’’ ** In addition, 
the statute directs that in computing the amount of the acquiring 
corporation’s earnings and profits accumulated after the acquisition 
for the purpose of determining the amount of any deficit of the trans- 
feror which may be used to reduce the acquiring corporation’s earn- 
ings and profits in the year of acquisition, such computation should 
be made ‘‘ without regard to any earnings and profits received from 
the distributor or transferor corporation. ...’’ * These words would 


absent the acquisition, because the corporation prior to the transfer had no earnings. Sup- 
pose P corporation owns all the stock of S corporation. In 1959, P liquidates S, and in the 
same year P itself is liquidated, its shareholders electing under section 333 (1954). As- 
suming § had earnings and profits but P itself had none, under the above theory the earn- 
ings of S would go untaxed; in fact, they would be obliterated for tax purposes. 

96 Johnson, supra note 56, at 838. 

97 Rev. Rul. 57-278, 1957-1 Cum. Buu. 124, 126; Rev. Rul. 56-212, 1956-1 Cum. BuLu. 
170 involving a section 332 liquidation. 

98 I.R.C. § 381(c) (2) (B) (parenthetical clause) (1954). Reg. Sec. 1.312-10(a) (1955), 
concerning the allocation of earnings in certain corporate separations, indicates that the 
part of the earnings of the distributing corporation for the year im which the transaction 
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seem to have no significance whatsoever unless they are viewed as 
an exception to what would otherwise be a general rule of immediate 
carryover to the acquiring corporation of the transferor’s accumu- 
lated earnings and profits. 


Distrisutions Durinc REoRGANIZATIONS 


In Commissioner v. Munter * nearly one-half of the shareholders 
of one of the predecessor corporations received cash instead of stock 
in the surviving corporation. To the extent that such cash distribu- 
tion constituted a taxable dividend to these shareholders, there would 
be a reduction in the earnings and profits of the transferor corpo- 
ration.’ However, if such cash was treated as a distribution in 
complete liquidation of the transferor, the shareholders would be 
taxed at capital gain rates, and presumably the earnings and profits 
of the transferor corporation would be unaffected.’ Obviously, the 
earnings and profits cannot at one and the same time be distributed 
to the shareholders of the transferor and transferred to the succes- 
sor corporation.’ In the Munter case, the Supreme Court stated: * 


. . . Insofar as accumulated earnings and profits have been distributed 
contemporaneously with the reorganization so as to become taxable to the dis- 
tributees, they, of course cannot be said to have been acquired by the successor 
corporation.... 


Since the Tax Court had failed to make any finding concerning the 
amount of such cash distribution, if any, which was taxable to the 
shareholders as a distribution of earnings and profits, the Supreme 
Court remanded the case for a determination of how much of the 
cash distributed represented earnings and profits of the transferor 
corporation, deductible from the earnings and profits going over 
to the successor corporation.’ 

~ Under section 381(¢)(2) no provision is made for the treatment 
of earnings and profits of the transferor corporation distributed 


occurs allocable to the controlled corporation are to be included in the earnings and profits 
of the first taxable year of the controlled corporation ending after the date of the trans- 
action. 

99 331 U.S. 210, 216 (1947). See note 78 supra. 

100 See I.R.C. §§ 356(a) (2) (1954) and 312(a) (1954). 

101 T.R.C, § 331 (1954). 

102 Campbell v. United States, 144 F.2d 177 (3d Cir. 1944). 

103 Comm’r v. Munter, 331 U.S. 210, 215-216 (1947). 

104 The Tax Court had originally failed to make any such detex:mination, due to a failure 
of proof as to the shareholders’ stock basis and consequent gain, if any, on the exchange, 
5 T.C. 108, 114 (1945). Under section 112(¢)(1) (1939), now section 356(a)(1) (1954), 
the amount of boot taxable to a shareholder was and is limited by the amount of gain 
realized on the distribution. 
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during the reorganization. Where ‘‘ boot’’ is distributed to the share- 
holders of the transferor, the treatment of such boot in the hands of 
the recipients could have an important effect on the amount of earn- 
ings and profits received by the acquiring corporation. For example, 
assume a standard section 368(a)(1)(C) reorganization, wherein 
the basis and fair market value of the assets transferred are the 
same, and the transferor corporation receives ‘‘boot’’ within the 
limitations of section 368(a)(2)(B). Since under section 381(c) (2) 
(A) the acquiring corporation immediately receives the transferor’s 
earnings and profits, the latter could delay liquidation and presum- 
ably distribute the boot to its shareholders tax-free as a return of 
eapital.?” Of course, this result would be impossible if the Service 
held that the earnings and profits were not received by the acquiring 
corporation until such boot had been distributed. But such a position 
would seem to violate the language of section 381(c) (2)(A). How- 
ever, under the Advisory Group’s proposed amendment to section 
368(a) (1), in order to qualify as a (C)-type reorganization the trans- 
feror corporation must be immediately dissolved.’ Accordingly, 
since the date of the transfer and dissolution would theoretically co- 
incide, the general rule of section 381(c) (2) (A) that earnings carry 
over at the close of the date of transfer would remain inviolate. 

Where the transferor corporation is immediately liquidated and 
the boot distributed to its shareholders, presumably the earnings 
and profits would first be reduced by the amount of such boot which 
is treated as a dividend under section 356(a) (2), with the remainder 
of the earnings and profits, if any, passing over to the acquiring cor- 
poration.’ Of course, if the distribution of the boot does not have 
the effect of a dividend, but instead is taxed as capital gain, there 
would be no reduction in the amount of earnings and profits carried 
over to the acquiring corporation. 

In Commissioner v. Estate of Bedford ** the Supreme Court found 
that boot distributed in a recapitalization had the effect of a dividend 


105 Since the transferor corporation has no earnings and profits at the time the boot is 
distributed to the shareholders, such boot would constitute a return of capital under section 
301(¢) (2) (1954). 

106 Proposed Bill, Section 26, § 368 (a) (1) (C) (ii). See note 13 supra. 

107 See Rev. Rul. 56-345, 1956-2 Cum. Buu. 206, 208, involving a (C)-type reorganiza- 
tion wherein the transferor corporation received stock and cash in lieu of fractional shares. 
The Commisisoner indicated that the earnings and profits of the transferor would first be 
reduced by any amount of the boot distributed and treated as a dividend before any earn- 
ings were received by the acquiring corporation. It was stated, ‘‘The earnings and profits 
of M (transferor) as of the effective date of reorganization, if any, after giving considera- 
tion to the distribution of cash which is treated as a dividend, became earnings and profits 
of N corporation available for dividends. . . .’’ (emphasis added) 

108 325 U.S. 283 (1945). . 
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under section 112(c) (2) of the 1939 Code, predecessor of the present 
section 356(a) (2). It has been the view of the Service that this case 
and section 356(a)(2) lay down an automatic dividend rule in the 
case of a reorganization wherein boot is distributed and there are 
available earnings and profits.” Of course, it might be contended 
that such boot would never be treated as a dividend, since the earn- 
ings and profits of the transferor corporation immediately carried 
over to the acquiring corporation with the transfer of assets and 
before any boot was distributed."° However, it is more likely that the 
plan of reorganization for this purpose will be viewed as one inte- 
grated transaction, rather than a series of separate transfers.'" 
Accordingly, earnings and profits would carry over only after reduc- 
tion for any boot treated as a distribution of earnings to the share- 
holders of the transferor corporation. 

It is the opinion of the author that the presence of boot, accom- 
panied by available earnings and profits in a reorganization, does 
not ipso facto give rise to a dividend. Instead, all the facts and cir- 
cumstances surrounding the distribution of boot must be weighed 
in each individual case to determine whether the distribution has the 
effect of a distribution of earnings and profits." In making this de- 
termination, such factors as the proportionality of the distribution, 
change in shareholders’ interest in the corporation, and the presence 
or absence of dividend arrearages must all be considered. 


109 See Rev. Rul. 56-220, 1956-1 Cum. BuLu. 191, wherein cash given to old shareholders 
in a bank merger merely to avoid the issuance of fractional shares was held to be a dividend 
under section 356 (a) (2) (1954) to the extent of the available earnings and profits. See also 
Heady v. Comm’r, 162 F.2d 699 (7th Cir. 1947). 

110 Section 381(c)(2)(A) (1954) provides that the earnings and profits of the trans- 
feror corporation are received by the acquiring corporation as of the close of the date of 
the distribution or transfer. Section 381(b) (2) defines ‘‘date of distribution or transfer’’ 
as that day on which the distribution or transfer is completed, or the date when substan- 
tially all of the property has been distributed or transferred. Presumably, this means that 
date when all, or substantially all, of the properties of the transferor have been transferred 
to the acquiring corporation, regardless of the date of the receipt of stock and boot from 
the acquiring corporation. Consequently, where the date of transfer precedes the date of 
receipt of stock and boot from the acquiring corporation, it might be contended that the 
transferor corporation would have no earnings and profits on the date of distribution of 
boot. 

111 See Rev. Rul. 56-345, 1956-2 Cum. Buu. 206, where it was held that earnings and 
profits carry over as of the ‘‘ effective date of reorganization.’’ Presumably, the effective 
date of a reorganization is that date when all the necessary transfers pursuant to the plan 
of reorganization have been completed. 

112 See Hawkinson v. Comm’r, 235 F.2d 747 (2d Cir. 1956), indicating that the Bedford 
rule is possibly not an automatic dividend rule. In Idaho Power Co. v. United States, 58-1 
U.8.T.C. 9511 (Ct.Cl. 1958), involving a recapitalization, the Court squarely held that the 
Bedford decision should not be regarded as producing a dividend result merely because the 
distributing corporation had earnings and profits. 











19 








1959] CARRYOVERS IN CORPORATE ACQUISITIONS 71 


Under the present section 356, the amount of boot which is taxable 
either as a dividend or as capital gain is limited to the amount of gain 
realized by the shareholder from the distribution."* Thus, deter- 
mination of the stock basis of each shareholder of the transferor 
corporation receiving boot is most important. Where the transferor 
corporation is a relatively small organization with few shareholders, 
such determination can be made without much difficulty. However, 
in the case of a large publicly-held corporation, the determination of 
gain realized by possibly thousands of shareholders would be an im- 
possible task. The Advisory Group has recommended that section 
356 be amended to tax a shareholder on the receipt of boot in a re- 
organization, whether or not he has realized gain on the exchange, 
in the same manner in general as he would be taxed if the distribu- 
tion were made by a corporation without a reorganization occur- 
ring.** Thus the tax treatment of boot received by a shareholder 
would not depend upon the basis of his stock. In the case of a distri- 
bution having the effect of a dividend, the dividend treatment would 
be limited to the recipient’s ratable share of earnings and profits 
of the corporation referred to in section 316(a)(1) and (2). This 
amendment would remove the necessity, otherwise present, of deter- 
mining the basis of each shareholder in a large publicly-held corpo- 
ration, as well as the closely-held corporation. 

In the area of section 332 liquidations, there likewise may be situa- 
tions where a part of the earnings and profits of the transferor cor- 
poration are distributed during the liquidation before any carryover 
to the acquiring corporation. For example, Corporation R owns 81 
per cent of the stock of M corporation, and B, an individual, owns 
the remaining 19 per cent. R and B enter into a plan to liquidate M 
in one calendar month, R getting 81 per cent of the assets of M and B 
19 per cent. B may avail himself of the benefits of section 333, and 
presumably his ratable share of M’s earnings and profits would be 
taxed to him under section 333(e)(1). The remaining earnings and 
profits of M corporation, after reduction for the amount so taxed 
to B, would be available to carry over to R corporation.’” 

Where gain is recognized by the transferor corporation in a reor- 
ganization, again the amount of earnings received by the acquiring 
corporation would undoubtedly be affected. Under section 312(f) it 

118 IR.O. § 356(a) (1) (1954) ; I.R.C. §1001(a) (1954). 

114 Proposed Bill, Section 21, § 356(b). 

115 See Rev. Rul. 56-212, 1956-1 Cum. BuLu. 170, 172, wherein it was stated, on similar 
facts, that the earnings and profits of M at the time of the liquidation ‘‘ which are properly 


applicable to the assets distributed to R corporation. . . .’’ will become earnings and profits 
of the latter corporation under section 381 of the 1954 Code. 
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is provided that gain realized from the sale or other disposition of 
property by a corporation shall increase earnings and profits of such 
corporation to the extent that such realized gain is recognized. Sec- 
tion 361(b)(1)(A) provides that when a corporation receives boot 
in a reorganization and such boot is distributed in pursuance of the 
plan of reorganization, no gain will be recognized to the corporation. 
However, where such boot is not so distributed, the corporation’s 
realized gain will be recognized to the extent of such boot.'® 

Assume, for example, A corporation, with accumulated earnings 
and profits of $50,000 on December 31, 1959, transfers all of its assets, 
having a basis of $800,000 and a fair market value of $1,000,000, to 
B corporation in exchange for stock of B worth $900,000 and cash of 
$100,000. If A distributes the $100,000 boot to its shareholders, none 
of the $200,000 gain realized by A on the disposition of its assets 
would be recognized, and accordingly the earnings and profits of A 
would be unaffected. In addition, if none of the boot is treated as a 
dividend in the hands of the recipient shareholders, B would receive 
the entire $50,000 accumulated earnings and profits of A corpora- 
tion. On the other hand, if such boot is held to have the effect of a divi- 
dend, then presumably $50,000 would be taxable to the recipients as 
a distribution of earnings and profits and the remaining $50,000 as 
capital gains. Consequently, none of the accumulated earnings of A 
would carry over to B corporation. 

However, if A did not distribute to its shareholders the $100,000 
cash boot received in the reorganization, then the gain realized by A 
from the disposition of its assets would be recognized to the extent 
of such boot, or $100,000. Under section 312(f) A’s earnings and 
profits would be increased by $100,000. However, it would seem 
proper that only the pre-reorganization accumulated earnings and 
profits of $50,000 carry over to B, since A has not been dissolved and 
is still an existing corporate entity. Under section 362(b) such gain 
recognized to A would increase the basis of the transferred assets 
in B’s hands, so that B would now have a basis of $900,000 for the 
assets received in the reorganization. It might be contended, how- 
ever, that since such recognized gain is reflected in the basis of the 
assets in the hands of B corporation, and in view of the policy behind 
section 381 that tax attributes follow the assets of a corporation, 
such additional earnings should also carry over to the acquiring cor- 
poration. If the Advisory Group’s proposed amendment to section 
368(a)(1)(C) is accepted, requiring the transferor corporation to 


116 I.R.C. § 361(b) (1) (B) (1954). 
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be liquidated, such a problem would not arise.""* However, absent this 
amendment, the Regulations promulgated for section 381 should 
specifically state whether such increases in the earnings and profits 
of the transferor corporation resulting from the receipt of boot dur- 
ing the reorganization remain, and continue to be, available earnings 
and profits of the existing transferor corporation or, instead, carry 
over to the acquiring corporation under section 381(c¢) (2) (A). 


117 See note 106 supra. 

















State Street—A Case Study of 
Sections 2036 (a) (2) and 2038 


JOHN L. GRAY, Jr. anp RICHARD B. COVEY 


A DIviDED Court of Appeals for the First Cireuit has recently af- 
firmed a determination of the District Court for Massachusetts in 
State Street Trust Co. v. United States’ that three trusts deemed 
to be created by the decedent were includible in his gross estate under 
the predecessor of section 2036(a) (2) of the 1954 Code because of the 
retention by the decedent (as a co-trustee of the trusts) of manage- 
ment powers ” which the Court felt permitted the decedent to shift 
beneficial interests under the trusts. The case is certain to be very 
disturbing to many persons who have created irrevocable trusts and 
are presently acting as a sole trustee or as co-trustee of such trusts 
or are not so acting but have reserved the right to direct the trustee 
as to the exercise of specific management powers.* This article will 
discuss both State Street decisions after having examined the rele- 
vant statutory provisions and prior case law involving management 
powers and related matters. 


ReitEvant Statutory Provisions 


The eases in this area of the estate tax law have arisen under sec- 
tion 2036(a)(2) which provides that there shall be included in a de- 


JouN L. Gray, JR. (A.B., LL.B., Harvard University) is a member of the New York Bar 
and a partner of Dewey, Ballantine, Bushby, Palmer and Wood, New York City. 

RIcHARD B. Covey (A.B., Harvard University ; LL.B., Columbia Law School) is a member 
of the New York and Missouri Bars and an associate of Dewey, Ballantine, Bushby, Palmer 
and Wood, New York City. 

1160 F.Supp. 877 (D.Mass. 1958), aff’d, 263 F.2d 635 (1st Cir. 1959). 

2 The words ‘‘management powers’’ will be used herein as a shorthand expression for 
what are considered to be normal powers granted to a trustee to permit him more effectively 
to administer a trust. Such powers include, among others, the powers to sell and invest, to 
exchange trust property, to vote trust investments, and to allocate receipts and disburse- 
ments between the income and principal accounts. The extent of the powers may vary 
considerably, depending upon the exact wording of the trust instrument and applicable 
loeal law. 

3 We were advised by the attorneys for the estate of the decedent that within a month 
after the decision of the Court of Appeals for the First Cireuit they had received in excess 
of thirty requests for copies of the briefs in the case. 
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cedent’s estate all property transferred by the decedent over which 
he has retained ‘‘the right, either alone or in conjunction with any 
person, to designate the persons who shall possess or enjoy the prop- 
erty or the income therefrom’’ and section 2038(a)(1) which pro- 
vides that there shall be included in the decedent’s estate all property 
transferred by the decedent ‘‘ where the enjoyment thereof was sub- 
ject at the date of his death to any change through the exercise of a 
power (in whatever capacity exercisable) by the decedent alone or 
by the decedent in conjunction with any other person .. . to alter, 
amend, revoke or terminate... .’’ or under both sections.* The Dis- 
trict Court and the majority opinion of the Court of Appeals for the 
First Circuit in State Street indicate that the specific question is 
whether one or more management powers retained by a grantor, 
either as a sole trustee or as co-trustee of a trust created by him, or as 
grantor where he is not a trustee, are so broad in scope that their ex- 
ercise can cut across the dispositive provisions of the trust instru- 
ment, thereby enabling the grantor to affect the enjoyment of the 
trust property by shifting beneficial interests under the trust.5 The 
Regulations relating to these two sections do not discuss the taxa- 
bility of management powers. 

Sections 2036(a) (2) and 2038 are not mutually exclusive, and the 
same transfer may be taxable under both sections. For example, if a 
grantor-trustee has a power to pay trust income to a particular bene- 
ficiary or beneficiaries of a trust or to accumulate income and add it 

4 All of the cases have arisen under the predecessors of sections 2036(a) (2) and 2038 
(1954). For simplicity, sueceeding references in this article will be to sections 2036(a) (2) 
and 2038 rather than their predecessors. With respect to section 2038, the ensuing discus- 
sion will be in terms of section 2038(a) (1), which covers transfers after June 22, 1936. 
Prior transfers are covered by section 2038 (a) (2) and in some cases the differences between 
these provisions will cause different estate tax results. See Reg. Sec. 20.2038(¢c) (1958). 
In the main, these differences are not material in so far as the problems discussed in this 
article are concerned. The fact that a power is exercisable in a fiduciary capacity does not 
prevent taxability. Section 2038(a)(1) is specific upon this point, as are the Regulations 
concerning sections 2036(a) (2) and 2038(a) (2). Reg. Sees. 20.2036-1(b) (3) and 20.2038 
(a) (1958). In fact, it has been held that where a power is exercisable by a majority of 
three trustees, one of whom was the decedent, the power is taxable even though the other 
two trustees could have exercised the power without the decedent’s concurrence. Estate of 
Cyrus C. Yawkey, 12 T.C. 1164 (1949). Apparently there is no distinction between the word 
‘‘right’’ in section 2036(a) (2) and the word ‘‘power’’ in section 2038. 

5 While the authors agree with the question in so far as it relates to taxability under sec- 
tion 2038, they do not believe, as the ensuing discussion will indicate, that the question is 
appropriate with respect to the application of section 2036(a) (2). There are three dif- 
ferent capacities in which a grantor may retain managerial powers: (1) as sole trustee or 
a co-trustee of the trust; (2) as grantor but subject to a fiduciary duty owing to the bene- 
ficiaries; and (3) as grantor for his own benefit and subject to no such fiduciary duty. The 


importance of distinguishing, for estate tax purposes, between powers held in each of these 
capacities will subsequently be discussed. 
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to the principal of the trust, courts have uniformly held the transfer 
to be taxable under both sections.* However, the two sections do not 
always overlap. While any transfer taxable under section 2036(a) (2) 
would also appear to be taxable under section 2038 as a power to alter 
or amend,’ the converse is not true, for section 2038 has a broader 
scope in at least one and quite probably two respects.® 

In cases in which the sections overlap, the amount taxable under 
each section may not be the same. Section 2036(a) (2) taxes ‘‘ any in- 
terest ...of which the decedent has at any time made a transfer... 
under which he has retained’’ a right to designate who shall receive 
the income. The amount taxable under this section is not the value 
of the interest over which the decedent retained the right, but rather 
the value of the entire property transferred which produces the in- 
come over which the right is reserved. On the other hand, section 
2038 taxes only the value of the particular interest which the dece- 
dent retained the power to alter or amend.® Thus, in the example 
mentioned above, section 2036(a) (2) would tax the entire trust prin- 
cipal, whereas section 2038 would tax only the income interest under 
the trust.’ Obviously, the Commissioner ™ will proceed under both 
sections whenever possible so as to secure the maximum tax, but in 
some cases he may be forced to rely solely upon section 2038 because 


6 E.g., Estate of Cyrus C. Yawkey, supra note 4, as to section 2036(a) (2), and Comm’r 
v. Bridgeport City Trust Co., 124 F.2d 48 (2d Cir. 1941), as to section 2038. But see note 25 
infra. 

7 LOWNDES AND KRAMER, in FEDERAL ESTATE AND Girt TAxEs 171 (1956), indicate that 
although theoretically this statement is correct, there may be nothing taxable under section 
2038 because a particular power may have no value at the time of the decedent’s death. 

8 Under section 2036(a) (2) the power must be ‘‘retained,’’ viz., reserved at the time of 
the transfer of the property. Section 2038 does not contain such a requirement and encom- 
passes powers ‘‘without regard to when or from what source the decedent acquired 
such power.’’ Thus, if a power was not ‘‘retained’’ by the decedent but was acquired 
after the transfer, the latter, but not the former, section would apply. Furthermore, section 
2036(a) (2) appears to be limited to ‘‘income’’ interests and interests in non-income-pro- 
ducing property, such as the use of a residence or painting. The scope of the section in this 
respect will subsequently be discussed in detail. See discussion pp. 78-81 infra. For discus- 
sions of the relationship of sections 2036(a)(2) and 2038, see LOWNDES AND KRAMER, 
op. cit. supra note 7, at 188-191, and WARREN AND SURREY, CASES AND MATERIALS ON FED- 
ERAL ESTATE AND GIFT TAXATION 265-268 (1956), describing the relationship as ‘‘ perhaps 
the most difficult problem in this area [sections 2036-2038] of the estate tax.’’ 

9 But see Lober v. United States, 346 U.S. 335 (1953) ; Comm’r v. Hager’s Estate, 173 
F.2d 613 (3d Cir. 1949). The Hager case will subsequently be discussed in detail. 

10 See Industrial Trust Co. v. Comm’r, 165 F.2d 142 (1st Cir. 1947), and particularly 
the dissenting opinion of Judge Magruder in that case on the amount taxable under each of 
these sections. 

11 Some of the cases discussed in this article proceeded as refund claims against the 
United States rather than as deficiency assessments against the taxpayer by the Commis- 
sioner. However, for the sake of simplicity, the party taking the position adverse to the 
taxpayer will be hereinafter referred to as the Commissioner. 
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of the fact that the transfer took place prior to March 4, 1931, the 
effective date of section 2036(a) (2). 

Management powers normally would appear to be taxable #8 under 
section 2038 only as powers to ‘‘alter’’ or ‘‘amend’’ rather than to 
‘‘revoke’’ or ‘‘terminate.’’ * In Porter v. Commissioner,” the Su- 
preme Court stated, ‘‘We need not consider whether every change, 
however slight or trivial, would be within the meaning of the clause”’ 
taxing a power to alter or amend. A power is not one to alter or 
amend unless it affects the enjoyment of the transferred property. 
Furthermore, it seems clear that a power which can affect enjoyment 
of the transferred property only in a ‘‘slight or trivial’? manner 
should not be taxable and that a substantial power is required.’® 

In order to ascertain the intended scope of the phrase ‘‘right . . . 
to designate the persons who shall possess or enjoy the property or 
the income therefrom”’ in section 2036(a)(2) as it relates to man- 
agement powers, it is necessary to examine the reasons leading to its 
enactment. Even with the aid of the legislative history the meaning 
of this phrase is far from clear. 

Section 2036(a)(2) was first enacted by Congress as part of a 
Joint Resolution which became effective on March 3, 1931, and which 
provided that transfers taking effect in possession or enjoyment at 
death should include: 


...a transfer under which the transferor has retained for his life or for any 
period not ending before his death (1) the possession or enjoyment of, or the 
income from the property, or (2) the right to designate the persons who shall 
possess or enjoy the property or the income therefrom. 


The Resolution was a reaction to the well-known case of May v. 
Heimer ™ and per curiam opinions of the Supreme Court in three 


12 Section 2036 (a) (2) has only limited applicability to transfers made on or after March 
4, 1931 but before June 7, 1932. The words ‘‘ for any period not ascertainable without refer- 
ence to his death’’ do not reach transfers made before June 7, 1932. Also, and more impor- 
tant, if a power is exercisable by the decedent only with the consent of another person or 
persons, the transfer is not taxable if made before June 7, 1932. H.R. Rep. No. 708, 72d 
Cong., Ist Sess. 47 (1932), 1939-1 Cum. BuLL. (Part 2) 491. 

18 Technically speaking, it is not the power which is taxable but rather the transferred 
property. Hereafter, for simplicity’s sake, the concept of the power being taxable or not 
taxable will be used. 

14 A power to alter or amend includes not only a specifie power to this effect, but also any 
power the exercise of which may shift the enjoyment of the transferred property. 

15 288 U.S. 436, 443 (1933). 

16 #.g., Theopold v. United States, 164 F.2d 404 (1st Cir. 1947), in which it was held 
that a reserved power to amend a trust ‘‘so that it will more clearly express my actual inten- 
tions’’ was not taxable, because a power to make only ‘‘slight’’ or ‘‘trivial’’ changes is 
not a power within the meaning of section 2038. Cf. Reg. Secs. 20.2041-1(b)(1) and 
25.2514-1(b) (1) (1958). 

17 281 U.S, 238 (1930). The trust involved was created in 1917 and provided that the 
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cases * handed down on March 2, 1931, citing the Heimer case as 
authority for not taxing the trusts involved as taking effect in pos- 
session or enjoyment at or after the grantor’s death. One of these 
three cases, the McCormick case, apparently caused the insertion of 
clause (2) in the Joint Resolution.” It is perfectly apparent that 
when the Resolution was enacted the clause, in so far as it related to 
the possession or enjoyment of income, was concerned only with tax- 
ing trusts over which a decedent retained a specific and direct right 
to designate who shall receive the ‘‘income,’’ and no thought was 
given to the taxability of management powers which at best can only 
affect the ‘‘income’’ indirectly. 

On its face, the meaning of the phrase ‘‘right . . . to designate the 
persons who shall possess or enjoy the property or the income there- 
from’’ seems clear. However, in at least one respect the phrase does 
not mean what it says. It appears to include a right to control the dis- 
position of trust principal as well as income because of the use of 
the words ‘‘ possess or enjoy the property,’’ but its scope is limited 
to the right to designate the persons who shall receive the income 
from the transferred property or to possess or enjoy the property 
itself if it is non-income-producing property, such as a residence or 
a work of art. The Regulations *° adopt this modification, and legis- 
lative history makes it clear that the scope of the phrase should be 
restricted in this manner.*! If this were not so, with one qualification 
sections 2036(a)(2) and 2038 would be identical in scope.” 
income was to be paid to the grantor’s husband for life, then to the grantor for life, with 
a remainder over. It was not stated whether or not the husband survived the grantor. The 
case was overruled in Comm’r v. Church’s Estate, 335 U.S. 632 (1949). 

18 Burnet v. Northern Trust Co., 283 U.S. 782 (1931) ; Morsman v. Burnet, 283 U.S. 783 
(1931) ; MeCormick v. Burnet, 283 U.S. 784 (1931). In the first two cases the grantor 
reserved a life estate to himself in the transferred property. 

19 Industrial Trust Co. v. Comm’r, supra note 10, at 149. In the McCormick case, the 
trustee was directed to accumulate the net income of a trust and add it to principal, subject, 
however, to the right of the grantor to direct that the net income be distributed to such 
charities as he might designate. 

20 Reg. See. 20.2036-1(b) (3) (1958), which states that the phrase ‘‘ includes a reserved 
power to designate the person or persons to receive the income from the tranferred property, 
or to possess or enjoy nonincome-producing property... .’’ 

21 H.R. Rep. No. 1412, 8ist Cong., 1st Sess. 11 (1949). See also LEwis, THE EstTaTE Tax 
60-61 (Practising Law Institute Monograph, 1957), supporting this contention. Some 
courts have failed to limit the section in this manner, but the issue was not presented for 
decision. See, e.g., Bailey v. Ratterre, 144 F.Supp. 449 (N.D.N.Y. 1956), aff’d, 243 F.2d 
454 (2d Cir. 1957), dealing with a power to alter principal interests but not the income 
interest. 

22 Cf. LOWNDES AND KRAMER, op. cit. supra note 7, at 168. The qualification has been dis- 
cussed in note 8 supra. Sections 2036(a)(2) and 2038 contain, respectively, the words 
‘fenjoy’’ and ‘‘enjoyment.’’ In the Lober case (supra note 9), the Supreme Court held 
that a power which could only accelerate the time of enjoyment of the trust property and 
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The Regulations go on to provide: *8 


The phrase [right . . . to designate the person or persons who shall possess 
or enjoy the transferred property or the income therefrom], however, does 
not include a power over the transferred property itself which does not affect 
the enjoyment of the income received or earned during the decedent’s life. 
(See, however, Section 2038 for the inclusion of property in the gross estate 
on account of such a power. ) 


Even before the State Street case, the Commissioner unsuccess- 
fully contended that a power to control trust investments was tax- 
able under section 2036(a) (2) because the grantor, by investing in 
high or low income-producing securities, could affect the amount 
which an income beneficiary would receive under the trust.** It is 
arguable that such a power can in no event be taxable under section 
2036(a) (2) because the scope of the section is limited to control over 
the enjoyment of the income actually received or earned and does 
not include a power to affect the amount of income of the trust. In 
other words, the section is limited to direct powers over income.”* 


could not affect the persons who would take the property was taxable under section 2038. 
The Court quoted from its opinion in Comm’r v. Holmes’ Estate, 326 U.S. 480, 487 (1946), 
that a grantor ‘‘who keeps so strong a hold over the actual and immediate enjoyment of 
what he puts beyond his own power to retake has not divested himself of that degree of con- 
trol which . . . [section 2038] requires in order to avoid the tax,’’ and then stated that sec- 
tion 2038 was more concerned with ‘‘ present economic benefit’’ than with ‘‘ technical vest- 
ing of title or estates.’’ In Struthers v. Kelm, 218 F.2d 810 (8th Cir. 1955), the Court of 
Appeals for the Eighth Circuit determined that the word ‘‘enjoy’’ has the same scope in 
section 2036(a) (2) as does the word ‘‘enjoyment’’ in section 2038, and, relying upon the 
Lober case as to the scope of the word ‘‘ enjoyment,’’ held taxable under section 2036 (a) (2) 
a power to accumulate income which could only accelerate the time of the enjoyment of the 
income and could not affect the persons who would receive the income, because the estate of 
the income beneficiary was the remainderman. The decision is untenable in carrying over 
the test of taxability under section 2038 to section 2036(a) (2), and completely ignores the 
fundamental difference in language of those two sections. What is required for taxability 
under section 2036(a) (2) is a right ‘‘to designate the persons who shall possess or enjoy 
the property or the income therefrom.’’ The grantor in the Struthers case did not have such 
a right, because the remainderman was the estate of the income beneficiary. Thus only time 
of enjoyment was involved rather than the right to select different beneficiaries. To say 
that an individual and his estate are not the same person ignores this fact, and the Court 
of Appeals did not suggest such a differentiation. 

28 Reg. Sec. 20.2036-1(b) (3) (1958); emphasis added. The Regulations to the 1939 
Code did not contain the words ‘‘ received or earned.’’ However, these words would appear 
to be only a clarification of the word ‘‘enjoyment’’ and not a substantive change. 

24 Estate of C. Dudley Wilson, 13 T.C. 869 (1949), aff’d per curiam, 187 F.2d 145 (3d 
Cir. 1951). Cf. other cases cited in note 28 infra. 

25 This position may be difficult to sustain. It restricts the application of section 2036 
to situations such as the Burnet, Morsman, and McCormick cases (supra note 18) and the 
Heiner case (supra note 17). However, it is submitted that this is a sound position in the 
light of the clear purpose in enacting section 2036. The section was added to meet only 
these specific cases and cases involving non-income-producing property. The suggested inter- 
pretation would, of course, tax powers of the type involved in those cases. 
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Another management power, the power to allocate receipts be- 
tween principal and income, presents a problem with respect to the 
meaning of the word ‘‘income’’ as used in section 2036(a) (2). Does 
the word include receipts other than ordinary cash dividends and 
interest when the grantor retains the right to distribute such other 


Judge Magruder has gone even further in his interpretation of the scope of section 
2036(a) (2) while limiting the section to cases of the same type as those cited above. In a 
dissenting opinion in the Industrial ease (supra note 10), he stated that a power to accumu- 
late income does not fall within section section 2036 (a) (2). He reiterated his position as to 
the limited scope of section 2036(a) (2) in his dissenting opinion in the State Street case. 
In the Industrial case he stated (165 F.2d at 149): 


‘*But it does not seem to me that a mere power to accumulate income aptly falls within 
the phrase ‘the right . . . to designate the persons who shall possess or enjoy . . . the 
income. . . .’ I think it more likely that if Congress had intended that the reservation of 
this very familiar power should have the drastic consequence of requiring the inclusion in 
decedent’s gross estate of the whole value of the corpus, it would have explicitly so pro- 
vided. A power to withhold the income from the life tenant is not a power to designate who 
shall enjoy the income. If the income is withheld from the life tenant and added to prin- 
cipal, no one will enjoy it as income. Nor does the power to accumulate income enable the 
holder of the power to designate who shall ultimately receive the same as augmented corpus. 
That is rigidly determined by the provisions of the trust instrument and is subject to con- 
tingencies which were beyond the control of the decedent. At ary particular time when a 
decision is made not to pay income to the life tenant but to accumulate it, it could not be 
known who would ultimately benefit by such accumulation. 

**T therefore think that § ... [2038] applies here rather than... [section 2036 (a) (2) ].’’ 


Judge Magruder recognized that the power to withhold income was taxable under section 
2038, but under that section only the value of the income interest would be taxed, whereas 
taxation under section 2036(a) (2) would require the entire trust principal to be taxed. 
No other court has adopted Judge Magruder’s theory as to the scope of section 2036 (a) (2). 
The Supreme Court has not yet passed upon this point. Judge Magruder is clearly correct if 
the scope of section 2036(a) (2) is limited to the exact situations which it was presumably 
intended to remedy. 

Some commentators have taken the position that the scope of section 2036(a)(2) is 
much broader. LOWNDES AND KRAMER, op. cit. supra note 7, at 167-168; WARREN AND 
SuRREY, op. cit. supra note 8, at 262-263, 265-268. These commentators suggest that where 
A creates a trust to pay the income to B for life, with remainder to B’s children, and A 
retains the power to invade the corpus for the benefit of C, the power is taxable under sec- 
tion 2036(a) (2) because the exercise of the power may affect the amount of the income 
which will be received by B. There are apparently no cases directly in point. Cf. Du Charme’s 
Estate v. Comm’r, 164 F.2d 959 (6th Cir. 1947) ; Estate of Cyrus C. Yawkey, supra note 4. 
An even more difficult situation is where A creates a trust to pay the income to B for life, 
with remainder to B’s children, and A retains a power to invade corpus for B. This power 
also would affect the amount of the income received by B, although any exercise of the power 
would naturally benefit him. Presumably these commentators would contend that this also is 
a taxable power under section 2036 (a) (2). 

Two recent cases, Struthers v. Kelm, supra note 22, and Estate of James D. McDermott, 
12 TCM 481 (1953), holding trusts includible in a grantor’s estate under section 2036 (a) (2) 
where the income beneficiary and the remainderman is the same person, impliedly constitute 
a rejection of the proposition that section 2036(a) (2) is limited in scope to situations in 
which a grantor has control over income actually received or accrued, but the point was not 
argued. The Struthers case has been criticized in note 22 supra, and the same criticism may 
be made with respect to the McDermott case. 
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receipts to the income beneficiary? Assume that the grantor as a 
trustee retains the power to allocate capital gains, stock dividends, 
extraordinary cash dividends, and wasting asset dividends or pay- 
ments to the income or principal account as he deems best, that in the 
absence of such a provision all such receipts would be considered 
principal under applicable law, and that the trust is to terminate 
upon the death of the income beneficiary and all trust property is to 
be distributed to his issue. Certainly if section 2036(a) (2) is limited 
to a power over income, then the power cannot be taxable under that 
section unless some or all of such receipts are ‘‘income.’’ The fact 
that such receipts may be distributed to the income beneficiary 
should not make them ‘‘income.’’ In other words, ‘‘income’’ should 
include only receipts which are income under applicable local law in 
the absence of any provision in the trust instrument.”® 

If there are two or more successive life beneficiaries under a trust, 
any exercise of such an allocation power resulting in the distribu- 
tion of capital gains, stock dividends or extraordinary cash divi- 
dends, and wasting asset dividends or payments to an income bene- 
ficiary would, of course, decrease the amount of income which would 
be received by subsequent income beneficiaries. Thus, through the 
exercise of the power, the grantor could prefer one income bene- 
ficiary over subsequent income beneficiaries. Such an allocation 
power can only be taxable under section 2036(a) (2), if that section 
applies to the amount of income which might be received or earned 
rather than only to income actually received or earned, and it is sub- 
mitted that the section should not be so applied. It is clear that a 
power to allocate receipts is not the type of direct power which the 
section was intended to tax. Section 2038, taxing a power to alter or 
amend, affords sufficient protection against tax avoidance and makes 
it unnecessary to expand section 2036(a)(2) beyond its intended 
scope, especially in view of its drastic estate tax result. This problem 
will be discussed in more detail with respect to the State Street case 
itself, as will the similar problem of a broad power to charge dis- 
bursements. 

The Regulations dealing with powers of appointment contain two 
sentences on the taxability of management powers which, subject 
to the limitation discussed above as to the scope of section 2036(a) 
(2), should also be applicable to taxability of such powers under that 
section and section 2038. They provide: ** 


26 If any such receipts are income under applicable law, then to that extent the power 
might be taxable under section 2036 (a) (2). 
27 Reg. Sees. 20.2041-1(b) (1) (1958) and 25.2514-1(b) (1) (1958) ; emphasis added. 
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. . . Similarly, a power to amend only the administrative provisions of a 
trust instrument, which cannot substantially affect the beneficial enjoyment 
of the trust property or income, is not a power of appointment. The mere 
power of management, investment, custody of assets, or the power to allocate 
receipts and disbursements as between income and principal, exercisable in a 
fiduciary capacity, whereby the holder has no power to enlarge or shift any 
of the beneficial interests therein except as an incidental consequence of the 
discharge of such fiduciary duties is not a power of appointment... . 


This is only a general statement and obviously difficulties arise in 
applying it to a particular factual situation. Each case must neces- 
sarily be governed by the particular language of the trust instru- 
ment dealing with the management powers. However, it is at least 
a sound starting point and is also a recognition by the Commissioner 
that powers of investment and powers to allocate receipts and dis- 
bursements between income and principal, when exercisable by the 
grantor in a fiduciary capacity, do not necessarily constitute powers 
to shift beneficial interests under the trust so as to tax the trust asa 
part of the grantor’s estate. Before the State Street case, case law 
went much further and indicated that it would be a rare occurrence 
when the retention by a grantor of management powers in a fiduciary 
capacity raised any estate tax problems. 


Prior Case Law 
INVESTMENT POWERS 


There have been a number of cases in the Tax Court in which the 
Commissioner has contended that a power to control trust invest- 
ments reserved by a grantor who is not a trustee was a taxable power 
under section 2036(a)(2) or section 2038.** In all of these cases he 
has been unsuccessful. The Tax Court went even further in Estate 
of Herbert L. Johnston * and held that the grantors reserved right 
‘‘to modify and alter any of the administrative provisions’’ was not 
a taxable power under section 2038. 

One might conclude from the cases dealing with investment powers 


28 Estate of Henry S. Downe, 2 T.C. 967 (1943) ; Estate of George W. Hall, 6 T.C. 933 
(1946) ; Estate of John W. Neal, 8 T.C. 237 (1947) ; Estate of Benjamin P. O’Neal, 6 
TCM 713 (1947) ; Estate of C. Dudley Wilson, supra note 24; Estate of Arnold Resch, 20 
T.C. 171 (1953). In Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), the Supreme 
Court held that a power to control investments was not taxable under a predecessor of sec- 
tion 2037 (1954). However, the decision would appear to have no applicability to section 
2036(a) (2) or section 2038, since the Court indicated that the power was not taxable be- 
cause the grantor could not exercise the power for his own benefit and this is not the criterion 
for taxability under these sections. 

29 2 TCM 299, 300 (1943). For a similar case, see Theopold v. United States, supra note 
16, involving the power to make clarifying amendments. 
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and the very broad language of the decisions that under no circum- 
stances could the retention of investment powers by a grantor, 
whether or not acting in a fiduciary capacity, require the trust to be 
included in the grantor’s estate under section 2036(a)(2) or section 
2038. This would appear to be an erroneous conclusion. In the first 
place, the extent of the investment powers retained by the grantor in 
these cases did not specifically include the power to invest in non- 
income-producing securities, speculative securities, or wasting as- 
sets.*° Furthermore, all of the cases state or seem to assume that 
even though the grantor (who was not a trustee) has retained the 
power to control trust investments, the power is exercisable by him 
only in a fiduciary capacity for the benefit of the trust beneficiaries. 
Thus, the grantor would be under the same obligation which a trus- 
tee would be under in investing the trust assets. In the event the 
grantor made it clear in the trust agreement that in exercising in- 
vestment powers he was not required to act in a fiduciary capacity, 
it might well be that a court would find that the investment power is 
a taxable power.” 


Power To AuLLocate RECEIPTS 


Two cases, Estate of George F. Fiske * and M. J. Goyette, Ex’r v. 
United States,** have dealt with the general power to allocate re- 
ceipts between income and principal, and one case, Commissioner v. 
Hager’s Estate,** was concerned with a particular allocation power 
—to distribute capital gains to the income beneficiary. In the Fiske 
and Goyette cases the allocation power was held to be not taxable be- 
cause of the court’s belief that it was a limited administrative or 
managerial provision and did not give the trustee (one of whom was 
the grantor) the right to change beneficial enjoyment of the trust 
income or corpus. The cases appear to stand for the proposition that 


30 However, in the Johnston case the grantor could apparently have amended the trust to 
give himself investment authority and to provide that investments could be made in non- 
income-producing securities or wasting assets and yet the reserved power was not taxable. 

81 The grantor could exercise the power as he saw fit, and there would be no court control 
over the exercise of the power. However, if section 2036(a) (2) only applies to income actu- 
ally received or earned, then the power would not be taxable under that section but might 
be taxable under section 2038. See note 25 supra. 

82 5 TCM 42 (1946). The power granted to the trustees was to ‘‘ determine whether any 
money or other assets received in said trust estate shall be considered part of the principal 
of said trust estate or part of the income thereof or shall be apportioned between principal 
and income of said trust estate and the manner and extent of such apportionment, ....’’ 

38 §7-2 U.S.T.C. J 11,710 (S.D.Cal. 1957). The opinion does not quote the actual language 
of the trust instrument. 

34173 F.2d 613 (3d Cir. 1949). 
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in the absence of a specific indication in the trust instrament that 
the allocation power applies to situations in which the applicable 
law is clear, the courts will construe the power as limited to situa- 
tions in which there is doubt as to whether the receipt should be 
credited to the income or the principal account. This would seem to 
be the result which a state court would reach if it were called upon 
to decide the scope of such a power.® 

In the Hager case the Court of Appeals for the Third Circuit held 
that one-half of the corpora of five trusts (the part contributed by 
the decedent) was includible in his estate under section 2038 because 
the trustee (who was the decedent) had the power to determine 
whether gains realized from the sale of securities should be treated 
as income or principal and the power to pay out or accumulate in- 
come and could treat accumulations as income or principal. It is sub- 
mitted that although the trustee’s powers were taxable, the value 
of the original principal interest should not have been taxed. Sec- 
tion 2038 only taxes the interest over which the power exists and 
the decedent, as trustee, had no power to alter or amend the interest 
of the principal beneficiaries in the original corpora of the trusts. 


THE JENNINGS CASE 


The Jennings * case did not involve management powers, but is 
considered in detail here because the District Court and the Court of 
Appeals for the First Circuit in the State Street case carried over 
its test of taxability ** under sections 2036(a)(2) and 2038 to man- 
agement powers. This was not done in any of the decisions cited 
above. The Commissioner contended that certain discretionary 
powers to pay income and principal were taxable under sections 
2036(a)(2) and 2038.** With respect to section 2038, the Court of 


35 Cf. Note, 27 A.L.R.2d 1323 (1953), for an analysis of the law of many jurisdictions. 
See also III Scorr on Trusts 1773-1776 (2d ed. 1956). 

36 Jennings v. Smith, 161 F.2d 74 (2d Cir. 1947). 

37 The test was really enunciated by the Tax Court in Estate of Milton J. Budlong, 7 T.C. 
756 (1946). It has been cited with approval in many subsequent cases dealing with powers 
of invasion. Z.g., Estate of Walter E. Frew, 8 T.C. 1240 (1947) ; Estate of Cyrus C. Yaw- 
key, supra note 4; Estate of C. Dudley Wilson, supra note 24; Estate of Robert W. Wier, 
17 T.C. 409 (1951) ; Estate of Frederick M. Kasch, 30 T.C. 102 (1958). See also Hays’ 
Estate v. Comm’r, 181 F.2d 169 (5th Cir. 1950), which apparently applied the test but did 
not cite the Jennings case. 

88 The trustees, one of whom was the grantor, had the right ‘‘in their absolute discre- 
tion’’ to distribute income if ‘‘ reasonably necessary to enable the beneficiary in question 
to maintain himself and his family, if any, in comfort and in accordance with the station 
of life to which he belongs’’ and ‘‘in their discretion’’ to distribute principal if any bene- 
ficiary or his issue ‘‘ should suffer prolonged illness or be overtaken by financial misfortune 
which the trustees deem extraordinary.’’ 
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Appeals for the Second Circuit held that since the exercise of the 
powers was governed by determinable external standards, and 
thereby subject to court control, and since the contingencies had not 
happened, the section did not apply. With respect to section 2036, the 
Yourt held the powers were not taxable for the same reason given 
with respect to the application of section 2038. Specifically, the Court 
stated ‘‘A ‘right’ so qualified that it becomes a duty enforceable in 
a court of equity on petition by the beneficiaries does not circumvent 
the obvious purpose of § ... [2036].’’ *® The opinion contains no dis- 
cussion of the extent of the powers under applicable local law. 

The test established by the Jennings case as to the applicability 
of sections 2036(a) (2) and 2038 to powers to pay income and prin- 
cipal, viz., that if the exercise of the power is governed by a deter- 
minable external standard and thereby subject to court control, the 
power is not taxable, appears to be sound although difficult to apply 
in an individual case.*® The decision is somewhat vague as to when 
the exercise of a power is so limited, and in fact it can be read to 
mean that every fiduciary power is so limited since it relies upon 
Judge Hand’s statement in the Stix *! case that ‘‘no language, how- 
ever strong, will entirely remove any power held in trust from the 
reach of a court of equity’’ when the power is a fiduciary power. 

The State Street case is particularly interesting because, in con- 
trast to previous cases, more than one management power was in- 
volved and the language of the management powers was very broad, 
and also because it raises the question of whether the Jennings test 
should be applied to the exercise of such powers. 


Tue Facts oF tHE State Street Case 


In 1925 the decedent created three trusts, one for the benefit of 
each of his children. The decedent and a bank were named co-trustees 
of each trust. The trusts were irrevocable, but the decedent reserved 
the right to terminate each of them by distributing the trust property 
to the child for whose benefit the trust was created. Under each trust 
agreement the decedent retained a remote possibility of reverter. 
In 1949, the decedent exercised his power to terminate each trust 

39 Jennings v. Smith, 161 F.2d 74, 78-79 (2d Cir. 1947). 

40 Compare Hays’ Estate v. Comm’r, supra note 37, with Estate of Cyrus C. Yawkey, 
supra note 4, reaching opposing conclusions on the same language, viz., ‘‘ best interest’’ of 
the beneficiaries. The cases may be reconciled on the ground that the laws of different states 
were involved. However, they illustrate the uncertainty in this area and the difficulty of 
applying a test which is dependent upon local law. See LOWNDES AND KRAMER, Op. cit. supra 


note 7, at 197-199. 
41 Stix v. Comm’r, 152 F.2d 562, 563 (2d Cir. 1945). 
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upon the condition that the child immediately create a new trust with 
the distributed property. Each child did so, naming the decedent one 
of the two trustees. The parties agreed that the trust created by each 
child must be considered as being created by the decedent and that 
the powers given to the trustees by the trust instruments must be 
regarded as having been reserved by the decedent. 

The three 1949 trust indentures were substantially identical. The 
trustees were directed to pay the income to the child of the decedent 
who created the trust and were also empowered to distribute to the 
child, in their ‘‘sole and uncontrolled disecretion,’’ such part of the 
principal as the trustees ‘‘may deem necessary or advisable’’ for the 
child’s ‘‘comfort, maintenance and/or support.’’ Each trust was to 
terminate upon the death of the child, with the trust property being 
distributed to the child’s surviving issue. The trustees were given 
broad powers with regard to the management of the trusts. The exact 
language pertaining to the most significant powers is as follows: 


In addition to and not in limitation of all common law and statutory author- 
ity, the Trustees shall have power . . . to exchange property for other prop- 
erty ;... to retain and invest and reinvest in securities or properties although 
of a kind or in an amount which ordinarily would not be considered suitable 
for a trust investment, including, but without restriction, investments that 
yield a high rate of income or no income at all and wasting investments, in- 
tending hereby to authorize the Trustees to act in such manner as it is be- 
lieved by them to be for the best interests of the Trust Fund, regarding it as 
a whole, even though particular investments might not otherwise be proper ; 
... to determine what shall be charged or credited to income and what to prin- 
cipal notwithstanding any determination by the courts and specifically, but 
without limitation, to make such determination in regard to stock and cash 
dividends, rights, and all other receipts in respect of the ownership of stock 
and to decide whether or not to make deductions from income for deprecia- 
tion, amortization or waste and in what amount; ... and generally to do all 
things in relation to the Trust Fund which I, the Donor, could do if living 
and the Trust had not been executed.... 


The trust agreements also provided that ‘‘All such acts and de- 
cisions [with respect to the management powers] made by the Trus- 
tees in good faith shall be conclusive on all parties at interest and 
my Trustees shall be liable only for their own wilful acts or defaults, 
but in no ease for acts in error or judgment... .’’ The decedent died 
while acting as a co-trustee of the trusts. 


In tHe District Court 


The District Court held that the trusts were not taxable because 
of the power of invasion, since the Jennings test was met, but were 
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taxable because of the power to exchange trust assets. The opinion 
states in part: * 


There remain for consideration all the management powers set out in 
Article Third and particularly the trustees’ power to exchange assets. A 
power to exchange assets of the trust for other assets has been expressly held 
to be sufficient in and of itself to bring the entire corpus within the gross 
estate, Commonwealth Trust Co. of Pittsburgh v. Driscoll, D. C. Pa., 50 F. 
Supp. 949, affirmed on opinion of the District Court, 3 Cir. 137 F.2d 653, 
certiorari denied 321 U.S. 764, 64 S. Ct. 521, 88 L. Ed. 1061, and the only 
question is whether the power is so qualified by a determinable standard as 
to come within the rationale of the Jennings case. I hold that it is not. There 
is no limitation that the exchange must be for assets of equal value, or that it 
must not affect the relative rights of the life beneficiaries or remaindermen. 
The only condition is a general one that the trustees are ‘‘to act in such 
manner as is believed by them to be for the best interest of the Trust Fund, 
regarding it as a whole.’’ This limit on the trustees’ discretion does not create 
any clearly definable rights in the beneficiaries and in this respect the 
power to exchange assets differs from the power to invade capital in the in- 
stant case, as well as the Jennings case. The right to exchange assets gave the 
decedent tremendous power to affect the interests of the life beneficiaries and 
remaindermen and this is precisely the kind of right Sections . . . [2036(a) (2) 
and 2038] were intended to reach. 


In tHE Court or APPEALS FOR THE First Crircurr 
Masoriry Opinion 


A divided Court of Appeals held that the 1949 trusts were includ- 
ible in the decedent’s estate under section 2036(a) (2) because of the 
retention by him of certain management powers over the trusts and 
because the trustees were relieved of all liability except for their 
own wilful acts or defaults.** The Court applied the Jennings test 
to the taxability of management powers. 

After discussing the specific management powers individually, it 
then held: ** 


Perhaps no single power conferred by the decedent on the trustees would 
be enough to warrant inclusion of the corpora of the trusts in his estate. But 
we believe that the powers conferred on the trustees, considered as a whole, 
are so broad and all inclusive that within any limits a Massachusetts court of 
equity could rationally impose, the trustees, within the scope of their discre- 
tionary powers, could very substantially shift the economic benefits of the 
trusts between the life tenants and the remaindermen. We therefore conclude 


42 State Street Trust Co. v. United States, 160 F.Supp. 877, 880 (D. Mass. 1958). 

43 The Commissioner did not contend that the combination of powers were taxable under 
section 2036(a) (2), but only under section 2038. 

44 State Street Trust Co. v. United States, 263 F.2d 635, 639-640 (1st Cir. 1959). 
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that under the trusts the decedent as long as he lived, in substance and effect 
and in a very real sense, in the language of .. . [section 2036(a) (2)], ‘‘re- 
tained for his life... the right . . . to designate the persons who shall possess 
or enjoy the property or the income therefrom;....’’ 

Since we believe that the corpora of the trusts is includible in the decedent’s 
gross estate under . . . [section 2036(a)(2)] there is no need for us to con- 
sider the impact, if any, of ... [section 2038]. 


DissENTING OPINION 
In his dissent, Chief Judge Magruder states in part: * 


It seems to me that, despite the undoubtedly broad powers of management 
vested in the trustees here, the court stretches the statutory language too far. 
It has to say that these powers of management, taken as a whole, because of 
their breadth make it impracticable for a Massachusetts court of equity effec- 
tively to control the exercise of these fiduciary powers, and therefore consti- 
tute a ‘‘right’’ (as distinguished from a ‘‘power’’—the word used in §... 
[2038] ) to designate the persons who shall enjoy the property or the income 
therefrom. I know of no case that has gone this far. 

Moreover, I cannot accept the premise that a Massachusetts court of equity 
would consider itself impotent to supervise the administration of these trusts 
so as to control any attempt to shift the incidence of their enjoyment... . 

To me, all these powers are limited by standards which the Massachusetts 
court of equity could and would apply to supervise effectively the administra- 
tion of the trust, and therefore none is either a § ... [2036(a) (2)] ‘‘right’’ 
ora§... [2038] ‘‘power.’’ See Jennings v. Smith, 2 Cir. 1947, 161 F.2d 74. 
Nor, since in this context the whole cannot be greater than the sum of its 
parts, is anything gained by lumping them together. 


A CRITIQUE OF THE OPINIONS 


The opinion of the District Court in so far as it relates to the man- 
agement powers of the trustees, and particularly the power to 
exchange trust assets, and the majority opinion of the Court of Ap- 
peals for the First Circuit are unsatisfactory both in their reason- 
ing and in their result.** Chief Judge Magruder’s dissenting opinion 
contains a more realistic and sounder approach to the problem of the 
estate tax consequences of the retention of management powers by 
a grantor. However, the dissent appears to be in error with respect 
to its treatment of one of the management powers, namely, the power 
to allocate receipts. It is submitted that the 1949 trusts should not 
have been included in the decedent’s estate under section 2036(a) (2). 
It is further submitted that if on the date of the decedent’s death 


45 Id. at 641-642. 

46 See Brown, Viginti Annorum Lucubrationes: The Tax Decisions of Judge Calvert 
Magruder, 72 Harv. L, Rev. 1239 n. 88 (1959), which refers to the majority opinion as a 
‘<somewhat impressionistic application of § . . . [2036(a)(2)].’’ 
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there were unrealized capital gains in the trusts or realized capital 
gains which had not been allocated (giving the assets which were 
placed in the trusts by the grantor their value as of the date they be- 
came part of the trusts for the purpose of determining capital 
gains), then a portion of the trusts equal to the amount of all such 
capital gains, realized and unrealized, should have been taxable 
under section 2038.*7 


District Court Oprnion * 


There is no reason why the Jennings test, viz., the existence of a 
determinable standard for the exercise of a power which is enforce- 
able in a court of equity, should not be applied to management 
powers as well as to other powers in determining whether they are 
taxable. However, it must be remembered that different powers have 
varying abilities to affect beneficial interests, and therefore a more 
vigorous standard should be imposed upon powers which may affect 
such interests directly than should be imposed upon powers which 
may affect such interests only indirectly. 

In holding the 1949 trusts includible in the decedent’s estate under 
sections 2036(a)(2) and 2038 because of the trustees’ power to ex- 
change trust assets, the District Court is in error in several re- 
spects.*® In the first place, as indicated by that part of the court’s 
opinion quoted above, the Driscoll case is cited as authority for tax- 
ing the trusts. This case does not support such a result, since it dealt 
with a power to substitute securities exercisable by the grantor in 
his individual capacity rather than, as in State Street, a power to 
exchange trust assets exercisable by the trustees, one of whom was 
the grantor.” 


47 It is submitted that the trustees could not have allocated capital gains to the income 
account if the result of.the allocation would have been to reduce the value of the principal 
below what it was on the date of the creation of the trusts plus any additions thereto. 

48 The District Court’s analysis of the power to invade principal will not be discussed, 
but it is certainly correct. The Jennings ease itself (supra note 36) is a holding directly in 
point. 

49 The majority opinion in the Court of Appeals for the First Circuit indicates that the 
District Court holding was not based upon the power to exchange only, but rather upon all 
management powers. The last sentence of the District Court opinion quoted above makes 
it clear that the holding was solely upon the power of exchange. 

50 The holding in Commonwealth Trust Co. of Pittsburgh v. Driscoll, 137 F.2d 653 (3d 
Cir. 1943), cert. denied, 321 U.S. 764 (1944), was based upon the belief that the grantor 
could directly benefit himself by the exercise of the power. This is something quite different 
from a power which in no event could directly benefit the holder and was exercisable only in 
a fiduciary capacity for the benefit of the trust beneficiaries as in State Street. At least two 
federal courts and the Tax Court have reached a conclusion contrary to the Driscoll case 
when dealing with similar powers. Fifth Ave. Bank of New York v. Nunan, 59 F.Supp. 753 
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Secondly, the District Court’s holding that the power to exchange 
trust assets is not qualified by a determinable external standard so 
as to come within the rationale of the Jennings case shows a com- 
plete unawareness of a basic trust law principle, namely, that in the 
absence of specific language to the contrary such a power is exer- 
cisable in a fiduciary capacity and must be exercised for the best 
interests of all the trust beneficiaries.*' The District Court states 
that there is no limitation in the instrument that the exchange must 
be for assets of equal value. There is no need for any such express 
limitation, since under ordinary rules of law the trustees could not 
exchange trust assets for new assets having a lesser value. To state 
that there are no clearly definable rights in the beneficiaries with 
respect to the exercise of this power is absurd. Moreover, the trus- 
tees’ power to exchange trust assets adds nothing to the other 
powers possessed by the trustees. It is only a power of sale and re- 
investment unless it could have been exercised so as to benefit the 
decedent directly, which could not be done. 


Court oF APPEALS FOR THE E'Irst Circuit OPprInions 


In ruling that the 1949 trusts were includible in the decedent’s 
estate under section 2036(a)(2) because of the retention by the de- 
cedent of the three management powers ™ discussed above, namely, 
the power to exchange trust assets, the power of investment, and the 
power of allocation, and because of the provision in each trust agree- 
ment relieving the trustees of all liability except for wilful acts or de- 
faults, the majority opinion has carefully avoided having to decide 
whether any one of these powers standing alone would require the 
inclusion of the trusts in the decedent’s estate. The opinion is an un- 
warranted extension of the scope of section 2036(a) (2).°* That sec- 


(E.D.N.Y. 1945) ; Cushman v. Comm’r, 153 F.2d 510 (2d Cir. 1946) ; Estate of Benjamin 
Lowenstein, 3 T.C. 1133 (1944). See also Carrier v. Carrier, 226 N.Y. 114, 123 N.E. 135 
(1919) ; Heyman v. Heyman, 33 N.Y.S8.2d 235 (Sup. Ct. 1942). 

51 See II Scort on TrRusTS 1357-1361 (2d ed. 1956). 

52 The majority opinion gave no weight to the power of the trustees to ‘‘do all things 
in relation to the trust fund which . . . [the grantor] could do if living and the trust had 
not been executed,’’ although the Commissioner in his brief had referred to this power. 
This is a standard provision in trust instruments intended to protect against the possibility 
that some necessary administrative power has been omitted. Certainly such a power should 
have no tax implications. 

53 As previously indicated, taxability of a power under section 2036(a) (2) may be quite 
different from taxability under section 2038, for the former section requires that not only 
the income interest but also the principal interest be taxed, while the latter section would 
tax only the income interest. In his dissenting opinion Judge Magruder states that for the 
reasons explained in his dissent in the Industrial case (quoted supra note 25), section 
2036 (a) (2) should not be applied, and then goes on to suggest that even if he is ineorrect 
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tion was not intended to tax such powers but only powers giving the 
grantor direct control over trust income. Section 2038 affords a suf- 
ficient guaranty against tax avoidance in the area of management 
powers by taxing powers whose exercise may substantially affect 
beneficial interests under the trust. 

There is no reason for supporting its ruling on the basis of the 
three management powers and the exculpatory clause unless the 
majority believed that no one power standing alone was sufficient 
to tax the trusts. Thus, it is confusing to find the majority opinion 
stating, ‘‘ Perhaps no single power conferred by the decedent on the 
trustees would be enough to warrant inclusion of the corpora of the 
trusts in his estate,’’ particularly in view of the statement that the 
case was ‘‘very close.’’ * If one of the powers would have supported 
its holding, the ruling should have been based on the existence of this 
power alone, for then the majority could have avoided lending sup- 
port to the tenuous theory that powers, none of which individually 
is taxable, become taxable when considered as a whole. This theory 
appears to be based on no precedent whatever in the estate tax field, 
and if adopted it will most certainly raise the same problems in the 
estate tax field as were raised by the Clifford ® case in the income 
tax field.*” 

State Street is the first case other than the Hager case,** which is 
of limited significance because of its narrow holding, to determine 
that one or more management powers retained by a decedent in a 
fiduciary capacity are taxable under either or both of sections 2036 
(a) (2) and 2038. It is particularly disturbing, because each manage- 
ment power considered important by the majority is likely to be 


in this respect, neither section 2036(a) (2) nor section 2038 is properly applicable because 
all of the powers are limited by standards which a Massachusetts court would enforce and 
therefore fit within the Jennings test. The authors do not base their contention that the 
management powers in State Street are not taxable under section 2036(a) (2) upon Judge 
Magruder’s position as stated in the Industrial case, but rather, as will be subsequently 
indicated, upon another line of reasoning which does adopt his sound general premise that 
to be taxable under section 2036 (a) (2) a power must clearly fit within the provisions of the 
section. Assuming that neither Judge Magruder’s nor the authors’ position with respect to 
the non-applicability of section 2036(a) (2) is correct, then the issue is presented whether 
the management powers are so restricted in their scope as to meet the Jennings test, and 
here the ensuing discussion of the test in relation to section 2038 also applies with respect to 
section 2036 (a) (2). 

54 See discussion pp. 78-81 supra. 

55 State Street Trust Co. v. United States, supra note 44, at 639; emphasis added. 

56 Helvering v. Clifford, 309 U.S. 331 (1940). 

57 The Committee on Estate and Gift Taxes of the Section of Taxation of the American 
Bar Association is concerned about this possibility. See 1959 ProGRamM OF THE SECTION OF 
TAXATION OF THE AMERICAN BAR ASSOCIATION 54. 

58 Comm’r vy. Hager’s Estate, 173 F.2d 613 (3d Cir. 1949). 
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found in some form in any well-drawn trust instrument. It is only in 
the scope of each individual power that other trust instruments may 
differ from the 1949 trust agreements. Thus, the case is bound to 
have a profound effect on this area of the estate tax law, and almost 
certainly in succeeding years there will be a considerable increase in 
the amount of litigation dealing with the taxability of management 
powers. 

In most cases, the powers of real concern tax-wise are the power 
of investment and the allocation power. Fortunately, the majority 
opinion does indicate that the existence in a trustee-grantor of an 
investment power not restricted to ‘‘legals’’ and an allocation 
power, which may be exercised when there is no settled rule of law 
as to the proper method of allocation, does not render a trust tax- 
able, even though it recognizes that in the exercise of one or both of 
these powers a trustee can to some extent affect the interests of the 
trust beneficiaries.®® But these concessions afford little comfort when 
the Court’s holding is considered. 

In future cases, the Commissioner will almost certainly contend 
that the retention by a decedent of a combination of the investment 
power and the power of allocation will require inclusion of the trust 
in the decedent’s estate, even though the scope of the powers are 
more limited than those same powers which were involved in the 
State Street case. The Commissioner will probably go further and 
contend that the retention of either power will make the trust tax- 
able in the decedent’s estate.® Accordingly, it is useful to examine 
in detail each of the management powers involved in the State Street 
ease and those portions of the majority and dissenting opinions re- 
lating to the powers.* The examination will not only serve as a 
means of appraising the soundness of the majority and dissenting 
opinions, but will also afford an opportunity for suggesting what the 
relevant factors should be in determining the estate tax consequences 
of the retention of management powers. 


59 Thus, as indicated previously in the discussion of section 2038, the exercise of the 
power or powers to be taxable must be able substantially to affect beneficial interests. The 
test of substantiality is, of course, implicit in section 2036(a) (2) by the very nature of the 
power required, i.e., to control the distribution of income. 

60 The authors have knowledge of several cases in which the Commissioner is making just 
this contention. 

61 The majority opinion indicates that some weight was given to the fact that under the 
trust agreements the trustees were relieved of all liability except for wilful acts or defaults. 
Obviously such a provision can have no estate tax implications unless it is combined with 
specific powers. Furthermore, it is unlikely that such a provision is completely effective in 
most jurisdictions. See II Scort, op. cit. supra note 51, at 1628-1630. Accordingly, such 
provisions will not be discussed. 
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Power to Excuance Trust Assets 


As indicated above in the discussion of the District Court’s opin- 
ion, the trustees’ power to exchange trust assets is redundant and 
adds nothing to the other powers which the trustees possessed under 
the trust indentures. The majority opinion states ‘‘Literally, the 
trustees have power to exchange trust property for other property 
without reference to the value of the properties involved in the ex- 
change.’’ ®* Since the power which the trustees possessed was exer- 
cisable in a fiduciary capacity, it is clear that any exchange would 
have to be for assets of equal value, as indicated in the dissenting 
opinion. Furthermore, the trust indentures do not state that any ex- 
change may be made without reference to the value of the prop- 
erties involved, but only that the trustees have the power ‘‘to ex- 
change trust assets.’’ 

Finally, even assuming that the trust instruments purport to give 
the trustees the power to exchange trust property for other property 
without reference to the value of the properties involved, the ques- 
tion still remains whether the power is measurable by a determinable 
standard which a Massachusetts court would enforce. If it is, and 
Massachusetts law indicates that it is, the test of the Jennings case 
is met, unless the majority is impliedly indicating that to meet the 
test the standard must be completely external, with no consideration 
being given to local law. Such a position appears to be at odds with 
other parts of their opinion and, in any event, is untenable. 


Power oF INVESTMENT 


The lanquage of the investment power possessed by the trustees 
in State Street is broader than the language of the same power in 
the cases discussed above. For this reason it is not possible merely 
to cite these cases as authority for the proposition that the invest- 
ment power retained by the decedent does not require the inclusion 
in his estate of the trusts over which the power exists without any 
discussion of the issue involved. The trustees were specifically given 
the power to invest in securities or properties which would not ordi- 
narily be considered ‘‘suitable for a trust investment, including, but 
without restriction, investments that yield a high rate of income or 
no income at all and wasting investments.’’ In exercising this invest- 
ment authority, they were required to act ‘‘for the best interests of 
the Trust Fund, regarding it as a whole.’’ The investment power is 


62 State Street Trust Co. v. United States, supra note 44, at 638. 
63 See discussion pp. 83-86 supra. 
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about as broad as language can make it. This fact, however, should 
not necessarily require the trusts to be included in the decedent’s 
estate. 

Once again, the majority opinion uses the word ‘‘literally’’ in dis- 
cussing the scope of the investment power. However, the literal lan- 
guage of the power is not the issue. Under the Jennings test, which 
is applied by the majority, the issue is whether the power is measur- 
able by the requisite standard. The opinion does indicate it has no 
doubt that a Massachusetts court would exercise some control over 
the trustees’ exercise of their investment powers, but believes that 
it would be very limited, and states that a Massachusetts court would 
have ‘‘no external standard with which to measure the trustees’ con- 
duct,’’ citing the Dumaine ® ease. If this is so, then the decision could 
and should have been based upon the existence of the investment 
power alone, since in the majority’s own words the power was not 
measurable by the required standard. 

It is submitted that, as indicated in Judge Magruder’s dissent, the 
majority opinion is wrong (1) in applying section 2036(a)(2) to 
any of the management powers involved (including the investment 
power), and (2) in concluding that the investment power was not 
measurable by the requisite standards so as to fit within the Jennings 
test. 

With respect to the application of section 2036(a) (2) to an invest- 
ment power, the previous discussion of the scope of that section 
makes it clear that the section was enacted to cover only powers in- 
volving direct control over the disposition of trust income and not 
powers involving indirect control. The Regulations specifically in- 
dicate that what is taxable is a power over ‘‘the enjoyment of the 
income received or earned during the decedent’s life.’’ A power of 
investment cannot possibly be such a power, for it cannot affect the 
disposition of the income received, but only the amount of income 
which will be received; it is an indirect power. Thus, under section 
2036(a)(2) the Jennings test need not be applied to an investment 
power, for in no event can the power be a taxable power. However, 
the test must be applied in order to ascertain whether an invest- 
ment power is taxable under section 2038. 

Since the trust instruments in State Street provided specifically 
that the investment power should be exercised ‘‘for the best interests 
of the Trust Fund, regarding it as a whole,’’ the trustees were re- 
quired to exercise the power for the benefit of all the beneficiaries 
and not merely for the benefit of either the income or the principal 


64 Dumaine v. Dumaine, 301 Mass. 214, 16 N.E.2d 625 (1938). 
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beneficiaries.” The dissent, in citing the Corkery © case as authority 

for the proposition that a Massachusetts court would enforce this 
standard, viz., the best interests of the beneficiaries, is clearly cor- 

rect, but assumes that enforcement of such a standard meets the 
Jennings test. The majority opinion disagrees, apparently because 
it believes that this standard does not meet the Jennings test. Thus, 
it seems that fundamentally the opinions disagree on the application 
of that test to the particular power involved.” 

The Jennings case involved powers to distribute income and prin- 
cipal. These are powers of considerably more substance than an in- 
vestment power in so far as the interests of beneficiaries may be 
affected by the exercise of the power. The majority opinion indi- 
cates that in applying the Jennings test the same standard will be 
required of a management power, including an investment power, 
as is required of a specific power to distribute income or principal. 
This is an untenable position, for it fails to take into account the 
vast difference in the powers themselves to affect beneficial interests 
under the trust. 

On the other hand, the dissenting opinion appears to proceed from 
the premise that a bare minimum of regulation by a court of equity 
of the exercise of a management power held in a fiduciary capacity 
should prevent the power from being taxable, because the exercise 
of the power itself does not afford a substantial opportunity to affect 
beneficial interests under a trust. In other words, the standard re- 
quired to fit within the Jennings test will vary depending upon the 
particular power involved, and the required standard as to a man- 
agement power will be less restrictive than the standard as to a 
power to distribute income or principal. This approach is eminently 
sound. Furthermore, it seems clear that the standard will vary 
among management powers themselves, for individual management 

65 The same standard would certainly be applied even in the absence of such language, 
for the trustee is acting in a fiduciary capacity and must treat the beneficiaries impartially. 
See III Scort, op. cit. supra note 35, at 1744-1746. 

66 Corkery v. Dorsey, 223 Mass. 97, 111 N.E. 795 (1916). 

67 A close reading of the opinions indicates that they may also disagree upon the scope of 
the investment power under Massachusetts law. The majority appears to believe that under 
the language of the trust instruments a court of equity would intervene only to prevent the 
trustees from ‘‘ putting all, or nearly all, of the trust assets in wasting investments bearing 
a high rate of income’’ or investing ‘‘all, or nearly all, the trust assets in property yielding 
little or even no income.’’ On the other hand, Judge Magruder believes that the standard, 
** best interests of the Trust Fund regarded as a whole,’’ ‘‘ clearly requires the trustees to 
balance these extraordinary investments so that neither income nor principal would be 
prejudiced. . . .’’ It seems clear that the dissenting opinion is correct, since nowhere in 


the trust indentures is there found an indication that the trustees are relieved of their duty 
to act impartially as between income beneficiaries and remaindermen. See note 70 infra. 
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powers afford varying degrees of opportunity to affect beneficial in- 
terests. For example, a broad allocation power is a more substantial 
power than a broad power to control trust investments. 

If the decedent had reserved the investment power over the 1949 
trusts to himself as grantor, then a different question would have 
been presented. If the power was exercisable by him as grantor in a 
fiduciary capacity, then the result should be the same as if the power 
was exercisable by him as a trustee, because in either situation the 
power must be exercised for the best interests of all the trust bene- 
ficiaries. On the other hand, if the power was exercisable by the de- 
cedent in his individual capacity, then the trusts should be includible 
in his estate under section 2038, since there would be no standard 
whatever governing its exercise, and the grantor would not be re- 
quired to deal impartially with the trust beneficiaries.” 

It is submitted that any investment power which is exercisable in 
a fiduciary capacity and must be exercised impartially for the benefit 
of all trust beneficiaries should not be taxable under either section 
2036(a) (2) or section 2038.° With respect to the application of sec- 
tion 2036(a) (2), as previously indicated such a power should not be 
within the scope of the statute if properly construed, because it 
cannot affect the enjoyment of the income received or earned, 2.e., it 
is not a direct power over income. Furthermore, if the fact that the 
power cannot affect the enjoyment of the income received or earned 
is not enough in itself to prevent taxability, the power should still 
not be taxable under the Jennings test because the court’s control 
over the power is sufficient to prevent the income interests from 
being substantially affected by its exercise since the trustees are 
under a duty to produce a reasonable income for the life benefi- 
ciary.”° With respect to the application of section 2038, this same 

68 When a power is reserved to a grantor, there will always be the question whether or not 
it is exercisable by him only in a fiduciary capacity. The cases, some of which are cited in 
note 50 supra, indicate that unless there is a specific indication to the contrary, powers 
reserved by a grantor are deemed to be fiduciary powers. If an investment power is held by 
a grantor in his individual capacity, then the entire trust corpus should be included in his 
estate, since he can affect both income and principal interests. 

69 Conceivably, a power could be reserved by a grantor as a trustee, and the trust inden- 
ture could specifically provide that in exercising the power the trustee was not required to 
deal impartially with the beneficiaries. Such a power would raise tax problems under section 
2038, but this is not the usual case. 

70 The fact that a trustee may invest in non-income-producing securities or wasting assets 
under the terms of the trust instrument does not mean that he is not required to deal impar- 
tially with the beneficiaries, and in so far as the income beneficiary is concerned, to make the 
trust principal productive. In re Ryan’s Estate, 201 Mise. 632, 107 N.Y.S.2d 641 (Surr. Ct. 
1951), modified, 280 App. Div. 410, 114 N.Y.S.2d 1 (1st Dep’t 1952), it was held that a 
trustee was required to make the trust productive of income even though the will creating 
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court control should effectively prevent the grantor from substan- 
tially shifting beneficial interests and should therefore meet the Jen- 
nings test. 


Power To ALLOCATE Recerets AND D1isBURSEMENTS 
BrEtwEEN INCOME AND PRINCIPAL 


The allocation power reserved to the trustees in State Street was 
much broader than the allocation power involved in either the Fiske 
or Goyette cases ™ because it (1) encompassed the charging of dis- 
bursements ; (2) specifically included cash dividends; and (3) could 
be exercised ‘‘notwithstanding any determination by the courts.’’ 
As indicated by the majority opinion, this was not a mere power of 
allocation in situations in which the law was unsettled, but was some- 
thing more. However, it does not necessarily follow from the fact 
that the allocation power is not limited to situations in which the law 
is unsettled that the power is taxable. Since the power is held in a 
fiduciary capacity, it must be exercised reasonably and in good faith 
in the interests of all beneficiaries and may not be abused or exer- 
cised arbitrarily so as to prefer the income beneficiaries over the 
remaindermen, or vice versa. Massachusetts law is definite upon this 
point, as in all probability is the law of the other states.”* The alloca- 
tion power is really two powers, namely, a power to allocate receipts 
and a power to charge disbursements, and it is useful to analyze each 
of these powers separately. 

With respect to the power to allocate receipts, section 2036(a) (2) 
should not be applied for two reasons. First, this is not the type of 
direct power which the section was intended to tax. Second, the 
power is exercisable in a fiduciary capacity, and under general rules 
of trust law it cannot be used as a means of preventing the income 
beneficiary from receiving a reasonable return on the trust prin- 
cipal, for otherwise one of the primary purposes of the trust would 
be defeated; such a requirement should in all cases be sufficient to 
prevent the application of section 2036(a) (2). 

A Court of Appeals for the First Cireuit ™ case dealing with Mass- 


the trust authorized the trustee to hold cash or invest in non-income-producing securities. 
Cf. Matter of Hubbell, 302 N.Y. 246, 97 N.E.2d 888 (1951). In other words, while a trustee 
may invest a part of the principal in non-income-producing assets or in wasting assets, when 
considering the trust as a whole, he must produce a reasonable income and also preserve the 
principal. Cf. III Scort, op. cit. supra note 35, at 1744-1746. 

71 See notes 32 and 33 supra. 

72 Dumaine v. Dumaine, supra note 64, See generally, III Scort, op. cit. supra note 35, at 
1744-1746. 

73 Doty v. Comm ’r, 148 F.2d 503 (1st Cir. 1945). 
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achusetts law illustrates the requirement. The question involved 
was whether certain ordinary dividends of a trust were distributable 
to the income beneficiary. The trustee, pursuant to a provision giving 
him full power and authority to determine what accretions to the 
trust should be considered as income and what as principal, ‘‘all 
without regard to the general rule of law [Massachusetts] on the 
subject,’’ allocated ordinary dividends to principal. The Court held 
that ‘‘accretions to the trust property’’ did not cover receipts, such 
as ordinary dividends. The Court then said: ™ 


But even if we assume arguendo that the testatrix intended to give the 
trustee an absolute discretion in the allocation of trust receipts to corpus or to 
income, that discretion is not completely uncurbed. It must be exercised rea- 
sonably and in good faith in the interest of beneficiaries and remaindermen 
and must not be abused or exercised arbitrarily. Mayberry v. Carey, 268 Mass. 
255, 167 N.E. 281; Dumaine v. Dumaine, supra; Sears v. Childs, 309 Mass. 
337, 35 N.E. 2d 663. The action of the trustee here in classifying ordinary 
dividends as corpus deprives the beneficiary of all income from the trust. In 
the absence of most unusual cireumstances—and none appear here—it seems 
clear that on the facts of this case equity would find such action on the part 
of the trustee arbitrary and an abuse of discretion. 


Based upon the sound dictum of this case, the trustees of the State 
Street trusts could not, through the exercise of their allocation 
power, have prevented the income beneficiaries from receiving a 
reasonable return on the trust principal.”* Thus, in so far as receipts 
are concerned, the trustees’ power of allocation should in no event 
be taxable under section 2036(a) (2). 

The application of section 2038 to the power to allocate receipts 
raises two problems, namely, (1) the taxability of such a power in 
so far as it relates to receipts other than capital gains, and (2) the 
taxability of a power to allocate capital gains. As indicated above 
in the Doty case, the power does not extend to ordinary cash divi- 
dends or interest. Thus, without considering capital gains for the 
moment, the other types of receipt are extraordinary cash divi- 

74 Id. at 506-507. 

75 The Tax Court in Frances Carroll Brown, 30 T.C. 831 (1958), indicates that under 
Maryland law the same result would be reached. There the Commissioner contended that the 
grantor of a trust agreement was not entitled to four $3,000 exclusions under the gift tax 
law for income interests because the transfers were of future interests. His argument was 
based upon his belief that under the trust instrument the trustees could allocate all receipts 
to principal through the exercise of an allocation power, not unlike the power in the State 
Street case, and therefore there would be no income qualifying as a present interest. The 
Court held otherwise, citing the dictum of the Doty case quoted above. During the trial the 
taxpayer introduced a trust officer of the corporate trustee, who testified that similar alloca- 
tion powers are found in 90 per cent of their trust instruments and are intended to facilitate 
administration and avoid litigation on doubtful items. 
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dends, wasting asset dividends, and stock dividends. With respect to 
these receipts, it is clear that the Jennings test is not met, and if at 
the time of the decedent’s death the 1949 trusts included such re- 
ceipts which had not been allocated to either income or principal, 
then it would seem that the value of these receipts should be in- 
cluded in the decedent’s estate. Assume, however, that there are no 
such unallocated receipts in the trusts at the time of the decedent’s 
death. It is submitted that no amount should be included in the 
grantor’s estate on account of such a power, because the contingency 
on which the power may be exercised, viz., the receipt of such re- 
ceipts, has not occurred.” 

Turning now to capital gains, both the State Street majority and 
dissenting opinions recognize that the power to allocate capital gains 
does exist. The existence of this power should result in a portion of 
the 1949 trusts being taxable under section 2038. Judge Magruder’s 
conclusion that the allocation power must be exercised only for ‘‘the 
best interests of the trust as a whole’’ is correct, but it does not 
necessarily follow that such a limitation results in the power not be- 
ing taxable under section 2038. 

There is no doubt that the requirement that the power must be 
exercised for the best interests of the trust as a whole creates some 
standard which may be enforced in a judicial proceeding. However, 
the mere fact that some standard is created does not necessarily 
mean that the power is not taxable. There must be an inquiry into 
the ability of the power to affect, beneficial interests. If it is deter- 
mined that the exercise of an allocation power can substantially 
affect beneficial interests, then the power should be taxable. 

At some point a management power becomes so broad that it must 
be deemed a power to affect beneficial interests under a trust in a 
substantial manner. A power to allocate capital gains from the sale 
of principal assets is such a power, and the Court of Appeals for the 
Third Circuit has so held in the Hager ™ case discussed above. The 
reasoning of Hager is equally applicable to the facts of State Street, 
as there is a Massachusetts case ** which clearly indicates that the 

76 Cf. Reg. Sec. 20.2038-1(b) (1958); Jennings v. Smith, supra note 36; Rev. Rul. 
55-393, 1955-1 Cum. Buu. 448 ; LOWNDES AND KRAMER, op. cit. supra note 5, at 201 n.103. 
But see Hurd v. Comm’r, 160 F.2d 610 (1st Cir. 1947) ; Estate of Charles 8. Inman, 18 T.C. 
522 (1952), rev’d on other grounds, 203 F.2d 679 (2d Cir. 1953), indicating that a de- 
cedent’s incompetency at death will not prevent a power from heing taxable. 

77 Comm’r v. Hager’s Estate, 173 F.2d 613 (3d Cir. 1949). 

78 Dumaine v. Dumaine, supra note 64. The question involved was whether the trustees 
could distribute as income a profit made on the sale of stock under a clause which provided 


that the trustee should have ‘‘ full power and discretion to determine whether any money 
or other property received by him is principal or income without being answerable to any 
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trustees of the 1949 trust agreements could allocate capital gains de- 
rived from the sale of trust assets to the income account. 

Since section 2038 taxes only the property over which the trustees 
have a taxable power, the power to allocate capital gains should not 
require the entire trust corpora to be included in the decedent’s es- 
tate. An analogous situation would seem to be that in which a grantor 
may remove the trustee and appoint himself and the trustee has a 
power which would be taxable under section 2038, if exercisable by 
the grantor. In such a situation, the courts have held that the grantor 
himself, even though he is not acting as a trustee at the time of his 
death, will be considered to have the power, since he could have 
removed the trustee and appointed himself at any time.” Applying 
this same line of reasoning to the power to allocate capital gains to 
the income account, the maximum amount which should be taxable 
is only a part of the principal of the trusts valued as of the time of 
the decedent’s death.*° 

With respect to the power to charge disbursements, what has pre- 
viously been said as to the application of section 2036(a)(2) to the 
power to allocate receipts would seem to be equally applicable. This 
is not the type of power which section 2036(a) (2) was intended to tax 
—it is not a direct power over the distribution of income—and fur- 
thermore, as indicated by the Doty case, the power could not have 
been exercised by the trustees of the 1949 trust instruments so as to 
prevent the income beneficiaries from receiving a reasonable return 
on the trust principal. 

The application of section 2038 to the power to charge disburse- 
ments presents a more difficult problem, because there appears to be 
no reported Massachusetts case law, and in fact very little reported 


person for the manner in which he shall exercise this discretion’? when under applicable 
law all the gains from the purchase and sale of securities belonged to the principal account. 
The court held that the trustee, who was the life beneficiary, had the power to classify the 
gain as income and to distribute it to himself. It noted that the power was not uncontrolled, 
but was not limited to situations where there was no rule of law to guide the determination 
or where the law was unclear. Judge Magruder’s attempt to distinguish this case by stress- 
ing the fact that the trustee had broad discretionary powers to accumulate or pay out 
income and also to pay out receipts, whether income or principal, is unsatisfactory. The 
court gave no consideration to this fact in its opinion. 

79 Loughridge’s Estate v. Comm’r, 183 F.2d 294 (10th Cir. 1950), cert. denied, 340 U.S. 
830 (1950) ; Van Beuren v. McLoughlin, 262 F.2d 315 (1st Cir. 1958). 

80 For the amount taxable, see discussion pp. 89-90 supra. When a power to allocate capi- 
tal gains is involved, in order to determine the amount taxable under section 2038, it is neces- 
sary to determine the extent of the power under applicable local law. In the absence of any 
such law, the only fair result would seem to be to tax the entire amount of the unrealized 
and unallocated capital gains, subject to the limitation noted in note 47 supra. In other 
words, the burden is placed upon the decedent to show that his power could not be exercised 
in this manner. 
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case law elsewhere, dealing with the extent of such a power. As indi- 
cated above, the power cannot be exercised so as to destroy one of 
the purposes of the trust, viz., the receipt of reasonable income by 
the life beneficiary, through the indirect method of charging all dis- 
bursements to the income account. This restriction should be suf- 
ficient to meet the Jennings test as it should be applied to such a 
power, for in effect it prevents the exercise of the power from sub- 
stantially affecting beneficial interests under the trust. If the power 
to charge disbursements is taxable under section 2038, the amount 
taxable should be limited to unallocated existing charges as of the 
date of the decedent’s death, for the power did not extend past this 
amount. 


CoNCLUSION 


Until the law is made more definite, a grantor who retains any 
management powers is proceeding at his own risk. While it would 
seem more than reasonable to assume that a grantor may, without 
adverse estate tax consequences, retain an investment power if the 
extent of the power is limited by the prudent man rule, and may also 
retain an allocation power if this power may be exercised only in 
the event that applicable law is not clear on the particular allocation 
problem involved, there is no certainty that the courts will reach this 
result. The situation is made even worse by the fact that to a large 
extent taxability, at least in so far as section 2038 is concerned, is 
dependent upon the extent of the management powers under appli- 
cable local law, and in most states the law is by no means clear.*! 

Finally, it should be recognized that the rationale of the State 
Street majority opinion raises problems in other areas of the estate 
tax law and under the gift tax law. The most likely target for the 
Commissioner is section 2041 dealing with powers of appointment. 
The Commissioner may contend in eases where a trustee has a bene- 
ficial interest in a trust and the trustees (or trustee) possess broad 
management powers, that the trustee-beneficiary has a general 
power of appointment over at least a part of the trust and cite the 
State Street case as authority.*? It is even possible that he may 
invoke the State Street rationale in contending that a trust does not 
qualify for the marital deduction since the management powers, as 


81 See Note, 27 A.L.R.2d 1323 (1953), for an analysis of the law with respect to the allo- 
eation of receipts. See also III Scort, op. cit. supra note 35, at 1773-1776. 

82 But see section 2041(b) (1954) as to the applicability of the power of appointment 
provisions to joint powers. 
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they affect the income interest of the trust, are so broad that local 
courts will not impose reasonable limitations upon their exercise.** 

With respect to the gift tax, there is the question whether the 
grantor will incur such a tax upon his resigning as a trustee if the 
trustees possess broad management powers of the type which were 
held taxable in State Street.** Difficulties in this area will be com- 
pounded as to existing trusts by the fact that grantors have no doubt 
taken the position that the creation of the trusts resulted in transfers 
subject to the gift tax. 

83 See Reg. Sec. 20.2056(b)-5(f) (1958). 

84 Reg. See. 25.2511-2(c) (1958) provides that a gift is incomplete ‘‘if and to the ex- 
tent that a reserved power gives the donor the power ... to change the interests of the 
beneficiaries as between themselves unless the power is a fiduciary power limited by a fixed 
or ascertainable standard.’’ Reg. Sec. 25.2511-2(e) (1958) provides that ‘‘ The relinquish- 
ment or termination of a power to change the beneficiaries of transferred property, oceur- 


ring otherwise than by the death of the donor... is regarded as the event which completes 
the gift and causes the tax to apply.’’ See also Reg. See. 25.2511-2(g) (1958). 











Conflicts Between State Partnership Laws 


and the Internal Revenue Code 
(First Installment) 


JOHN M. SULLIVAN 


A comparison of Subchapter K of the Internal Revenue Code and 
the Uniform Partnership Act reveals diversities between state part- 
nership laws and the federal income tax laws which are the source of 
potential conflicts. Since the diversities are not readily apparent or 
the conflicts precisely charted, unsuspecting businessmen may find 
that although they are operating legally, they may be subject to part- 
nership tax provisions when they do not so intend, or that they may 
not be treated as a partnership as they would prefer. 

Some of the differences between the Code and the Uniform Part- 
nership Act in connection with the following will be considered: ob- 
jectives of both laws; the definitions of partnerships for local law 
and for tax purposes; the sharing of profits and losses; the partner 
dealing with his partnership; the termination of the partnership; 
the interest in the partnership; the rights in partnership property ; 
the disassociation of partners and partnerships. 


OBJECTIVES IN GENERAL 
Unirorm Partnersuie Act 


In initiating the task of drafting the Uniform Partnership Act 
in 1902, the Commissioners on Uniform State Laws were well aware 
of the uncertainties, the conflicting decisions, the disparate views 
and the state of confusion surrounding the law relating to partner- 
ship business activities.t The Committee on Commercial Law pre- 
pared the last draft of a series of eight, which was finally accepted in 
1914. 

With the knowledge that the troubles they hoped to alleviate 
stemmed from a lack of consistency in legal theory, from the con- 
fusion between theory and practice, and from the lack of guide lines 

Joun M. SULLIVAN is a member of the Indiana and District of Columbia Bars. 


17 UnirorM Laws ANN. § 3 (1949). 
105 








106 TAX LAW REVIEW [Vol. 15: 


for many common transactions, the drafters sought to supply an- 
swers to the most pressing of the then existing problems. In execu- 
tion, the Uniform Partnership Act attempted a synthesis of the 
better aspects of the existing common law and a resolution of the 
more pressing problems of the times. The end product, however, 
neither developed a consistent or universally applicable theory nor 
purported to cope with all the areas where partnership activities 
might impinge upon other fields of law. 

A perusal of the subject-matter of the Uniform Partnership Act 
shows that more attention was devoted to the legal relations and 
rights of partners among themselves than to any other phase of 
partnership activity. Moreover, within that general characteriza- 
tion, more attention was devoted to the activities and procedures 
connected with the severance of partnership relations among part- 
ners than with any other subject. The inference might well be drawn 
that it was assumed no legal guideposts were needed for partners 
whose business relations were proving satisfactory, since any 
needed direction could be supplied from their day-to-day conduct or 
the procedure they evolved among themselves. Contrariwise, vexing 
problems demanding legal guidance arose when the partnership re- 
lationship was turning unsatisfactory. 

The Uniform Partnership Act therefore sought to draw up a set 
of rules within which partnerships could satisfactorily operate. On 
this framework there was imposed an elaborate structure of rules 
and procedures to be followed in dismantling a partnership. Thus, 
it may be said that the Uniform Partnership Act gave the architect 
planning a partnership an almost unrestricted freedom of choice in 
utilizing the edifice, but any wrecking crew engaged in the task of 
taking the structure down was required to follow a blueprint for its 
plan of attack. 


SuBcHAPTER K—1954 Cops 


The provisions of the Code are somewhat better fitted to a contin- 
uing partnership than to an expiring one. The rules that are set 
forth generally presuppose that they are to be applied to the year-to- 
year operations of a partnership. Nevertheless, a critical evaluation 
reveals some troublesome flaws in Subchapter K. 

There are two major means at hand to evaluate the accomplish- 


ments of Subchapter K. One way is to look at what the Committee 
Reports state Subchapter K was intended to achieve in developing 
partnership tax law ; the other is to assess what it did in fact achieve. 

After indicating that the tax treatment of partnerships was wholly 
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inadequate under the 1939 Code and asserting that partners could 
not organize, carry on, or dissolve a partnership with any certainty 
about tax consequences, the Committee Reports voiced the objec- 
tives sought in the adoption of the new Code provisions. This con- 
sisted of a comprehensive treatment of partners and partnerships 
for tax purposes and the achievement of a pattern of simplicity, flex- 
ibility, and equity.” 

Without much question the accomplishments were monumental. 
Consequently, any critical views ought to be directed to the assign- 
ment of such a drafting task under the conditions that prevailed in 
the vast undertaking of formulating a new Code in the short period 
1953 through 1954. 

If any serious understanding be attached to the Committee Re- 
ports, it would occur to a thoughtful observer that a declaration that 
existing law was inadequate because of its current state, due to Reg- 
ulations, Rulings, and court decisions, and that a comprehensive 
statutory treatment was sought would augur something besides a 
proliferation of new and different ad hoc provisions.* Yet the Re- 
ports state very positively that the former revenue reporting status 
had been retained and that a new set of rules had been established 
for contributions, distributions, transfers, terminations, retire- 
ments, and certain transactions between partners and partnerships. 
One may therefore conclude that the 1954 Code attempted to resolve 
problems rather than to develop general principles or a unified 
theory. 

Apart from the old principles retained from the 1939 Code, the 
new provisions sought to solve the following problems: variable allo- 
cations of profit and loss; * negative basis of a partner’s interest; ° 
deferment of income by use of fiscal year partnerships; * bunching 
of income in the year of a partner’s death; * transactions, including 
gains and losses on sales or exchanges, between a partner and his 


2 §.Rep. No. 1622, 83d Cong., 2d Sess. 89 (1954). 

3 Compare section 64 of the Technical Amendments Act of 1958. Reaction to the various 
issues causing criticism may be reflected in the following quotation attributed to Represent- 
ative Wilbur D. Mills, Chairman of the House Ways and Means Committee: ‘‘The part- 
nership provisions of the 1954 Code, while representing technical improvements, are, none- 
theless, so complex that our small entrepreneurs are finding it necessary to abandon more 
and more of their business decisions to their tax advisers. I am told that an ever in- 
ereasing number of partnerships are being advised to incorporate because of the com- 
plexities in Subchapter K and the attendant uncertainty which such complexities create.’’ 
XXXIX P-H Fen. Tax Rep. Butt. No. 36, § 1, 3 (Sept. 4, 1958). 

4I.R.C. § 704(a), (b), and (¢) (1954). 

5 T.R.C. § 704(d) (1954). 

6 I.R.C. § 706(b) (1954). 

7 L.R.C. § 706(¢) (1954). 
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partnership ; ® salary for services and interest on capital ; ® termina- 
tion of a partnership; ' recognition of gain or loss on distributions 
by a partnership; basis of property in connection with distribu- 
tions of property by a partnership to a partner ; * liquidation of a 
partner’s interest in retirement or in connection with death; ™ na- 
ture of gain or loss on the sale or exchange of a partner’s interest; 
reflection of the cost basis of a partnership interest in the partner- 
ship’s underlying assets; ' the various problems involving the use 
of the partnership form to convert ordinary income into capital gain, 
1.e., the collapsible partnership ; ** the role of liabilities in the basis 
of a partner’s interest ; ‘7 and the status of certain mineral interests 
and investment organizations as co-ownerships.*® 

The rules carried over from the 1939 Code, and the new provisions 
that were developed were grounded on certain fundamental income 
tax principles. Income should be taxed to the person who earned it. 
Income derived from property is to be attributed to the owner 
thereof.*° The power to dispose is the equivalent of ownership.” An 
elemental requirement of a tax system is production of revenue pay- 
able to the Government at regular intervals.”* Profits and losses from 
the operation of a business are to be treated as ordinary income, and 
the definition of capital assets must be narrowly applied to prevent 
the conversion of ordinary income into capital gain.”* The specific 
rules of Subchapter K of the Code were designed to make such prin- 
ciples effective. 

Viewed, therefore, in broad perspective there is little ground for 
conflict between the basic principles and objectives of the Uniform 
Partnership Act and the provision of Subchapter K. Basically, they 
operate on a different level and cover different aspects of a form of 
business enterprise. Left alone and not utilized in a scheme to use 


8 I.R.C. § 707(a) and (b) (1954). 

9 I.R.C. § 707(c) (1954). 

10 I.R.C. § 708 (1954). 

11 I.R.C. § 731 (1954). 

12 I.R.C. §§ 732 and 734 (1954). 

13 I.R.C. § 736 (1954). 

14 I.R.C. § 741 (1954). 

15 I.R.C. § 743 (1954). 

16 I.R.C. §§ 735 and 751 (1954). 

17 I.R.C. § 752 (1954). 

18 I.R.C. § 761(a) (1954). 

19 Lucas v. Earl, 281 U.S. 111 (1930). 

20 Helvering v. Horst, 311 U.S. 112 (1940). 

21 Ibid. 

22 Burnet v. Sanford & Brooks Company, 282 U.S. 359 (1931). 
23 Corn Products Company v. Comm’r, 350 U.S. 46 (1955). 
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one set of principles to defeat the objectives of the other, there is, 
of course, no ground for conflict. In more detailed consideration, 
however, it is possible to identify potential conflicts where a specific 
application of one rule of law invites trouble in the application of 
another rule of law relating to the same subject. 


Supsects Not CovERED 


Before passing to such matters, it is appropriate to note two diffi- 
culties. These do not generate a conflict, but they do create a void in 
which the application of any rules is left in uncertainty. It is said 
that the Uniform Partnership Act does not purport to dispose of 
problems involving the capacity of persons to become partners, the 
role of the statute of frauds in partnership affairs, the enforcement 
of obligations, and other issues.** With the exception of the family 
partnership rules * applicable to the capacity of persons to become 
partners, Subchapter K does not purport to deal with such problems 
either. Moreover, within the tax area, there are few guide lines to 
determine the status of an organization that loses partnership status 
for federal income tax purposes while retaining such status for other 
purposes. For instance, a partnership might be found to be a mere 
co-ownership, not having as such any right to certain elections as a 
partnership. One such election would be the adjustment of basis un- 
der section 754. In finding an alleged partnership to be an associa- 
tion, the taxation of the income may be simplified, but the question 
of basis of a shareowner’s interest, the disposition of surplus or 
accumulated earnings and profits, or the treatment of a transfer of 
a shareowner’s interest is not generally reckoned with.” 

Equally vexing is the uncertainty of remedies to assure that agree- 
ments entered into and recognized for tax purposes can be enforced. 
In this regard, consider the express provisions of section 704(c) (2), 
which provide that partners may agree as to the sharing of gain or 
loss attributable to the pre-contribution appreciation or deprecia- 
tion in the value of property contributed to the partnership. If a 
partner repudiates that agreement in filing his separate return, can 
the other partners force him to observe the terms he agreed to? Is 
it within the realm of policy to enforce in the local courts an agree- 


24 CRANE, PARTNERSHIP 8 (1952) ; BARRETT AND SEAGO, PARTNERS AND PARTNERSHIPS 
ch, 12, § 1 (1956). 

25 I.R.C. § 704(e) (1954). 

26 The assertion that a partnership considered an association is subject to all the pro- 
visions of the Code applying to corporations dismisses the problem without necessarily solv- 
ing its consequences. See 7 MERTENS, FEDERAL INCOME TAXATION § 38.02 (Zimet & Barton 
rev. ed. 1956). 








110 TAX LAW REVIEW [Vol. 15: 


ment for the allocation of tax benefits or detriment? Or is it a fed- 
eral question? Must a revenue agent stand by while the wrangle is 
settled? May an aggrieved partner intervene to protest his own in- 
terest in an action between the Government and the repudiating 
partner? If there are no remedies of specific enforcement, to what 
extent can the aggrieved parties recover damages for any detriment 
suffered? These are questions beyond the scope of this paper, but 
they offer basis for concern where deteriorating partnership rela- 
tionships may generate unanticipated tax consequences. 





A Basic PropLemM—DeErFInItTIons 


A fundamental problem long plaguing partnership law has been 
the need to define a partnership. The continuing conflict between the 
common law aggregate view of partnerships and the mercantile con- 
cept of a partnership as a business, i.e., legal entity, was reflected in 
the succession of drafts that led to the finally approved Uniform 
Partnership Act.”* The earlier drafts were based on the entity the- 
ory, but later drafts gave consideration to the adoption of the aggre- 
gate rather than entity theory.”* 

To say that a partnership is a ‘‘legal person’’ has more bearing 
on the legal treatment of a partnership and its membership than it 
does on isolating characteristics whereby a partnership can be iden- 
tified. It is clear, however, that consequences may flow from posses- 
sion of the basic partnership characteristics. 


Tue Unirorm PartnersuHie Act TREATMENT 


First, however, such characteristics under the Uniform Partner- 
ship Act must exist, must be identified, and must be attributed to the 
parties or activities under scrutiny. Such basic partnership char- 
acteristics are: an association of two or more persons to carry on as 
co-owners of a business for profit.? 

The Code enumerates partnership characteristics as: an organ- 
ization through or by means of which any business or venture is car- 
ried on and which is not a corporation, trust, or estate.*° Similar 
though they be, differences are apparent and for some purposes are 
of significance. 


27 See note 1 supra. 

28 Ibid. For various views, sidelights, and criticisms on the drafting of the Uniform 
Partnership Act, see Lewis, The Uniform Partnership Act, 24 YALE L.J. 617 (1915) ; Crane, 
The Uniform Partnership Act—A Criticism, 28 Harv. L. Rev. 762 (1915) ; Lewis, The Uni- 
form Partnership Act—A Reply to Mr. Crane’s Criticism, 29 Harv. L. Rev. 291 (1915) ; 
Crane, The Uniform Partnership Act and Legal Persons, 29 Harv. L. Rev. 838 ( altel 

29 UNIFORM PARTNERSHIP Act § 6 (1914). 

30 T.R.C. §§ 761(a) and 7701(a) (2) (1954). 
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The Uniform Partnership Act also enumerates rules to exclude 
from partnership status certain associations which otherwise would 
meet the tests above set forth.** Thus, as between individuals, those 
who are not partners to each other are not partners as to third per- 
sons unless estoppel provisions * apply. Certain forms of co-owner- 
ship, as for instance, joint tenancy, do not establish a partnership 
whether or not co-owners share in profits derived from the property. 
Sharing of gross income does not create a partnership, whether or 
not those sharing have a joint or common interest in property from 
which returns are derived, and receipt of a share of profits, while 
constituting prima facie evidence that the receiver is a partner, is 
not to be inferred from profits received as payment of a debt, as 
wages or rent, as an annuity to a successor in interest of a deceased 
partner, as interest on a loan, or as consideration for good will. 

Embodied within the term ‘‘association’’ are certain concepts of 
marked importance. The term implies volitional, positive acts. Par- 
ties must ‘‘unite their property, labor or skill’’; ** ‘‘parties must 
have joined together’’ ; ** ‘‘when persons join together their money, 
goods, labor or skill.’’ * Taking this view into account then, the ex- 
clusion from partnership status of mere co-ownership, which may 
arise involuntarily as by gift, bequest, devise, or inheritance, and of 
participation in profits as a form of wages or rent is a necessary lim- 
itation on the nature of association. 

Although mere co-ownership is excluded as a test of determina- 
tion, it nevertheless does fall into the scheme of things by virtue of 
the provision that a voluntary uniting of forces results in a co-owner- 
ship by persons who carry on a business. Thus, co-owners need not 
be partners, but partners necessarily are co-owners. The Commis- 
sioners’ notes to the Uniform Partnership Act indicate that it was 
their view that ‘‘to carry on as co-owners of a business’’ was an 
integral term.** But there was assigned to the use of the term ‘‘co- 
owners’’ an intention to distinguish between agency or other associa- 
tion and to establish that co-ownership signified possession of the 
right and power of ultimate control.** 

Wisely, section 2 of the Uniform Partnership Act defines ‘‘busi- 

31 UNIFORM PARTNERSHIP ACT § 7 (1914). 

32 UNIFORM PARTNERSHIP ACT § 16 (1914). 

388 MECHEM, ELEMENTS OF PARTNERSHIP § 1 (2d ed. 1920). 

34 Meehan v. Valentine, 145 U.S. 611 (1892). 

85 Comm’r v. Tower, 327 U.S. 280, 286 (1946). 

36 7 UNIFORM LAWS ANN. §§ 11, 12 (1949). 


87 Ibid, Ultimate control of what? Partnership property as is suggested by co-ownership 
or of the rights and duties of the partners? The latter would bring chaos. 
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ness’’ as being every trade, occupation, or profession. Since partner- 
ships with which they were concerned had their roots in commercial 
activities, it was apparent to the Commissioners that a partnership 
had to be organized for profit. Therefore, associations organized for 
fraternal, patriotic, civic, or religious purposes were excluded. 


Tue Income Tax Concept 


The Internal Revenue Code adopts a sweeping approach. A part- 
nership ‘‘includes a syndicate, group, pool, joint venture, or other 
unincorporated organization through or by means of which any busi- 
ness, financial operation, or venture is carried on, and which is not, 
within the meaning of this title, a corporation, or a trust or estate. 

.”’? This encompassing view had its inception in the Revenue 
Act of 1932. It has remained substantially unchanged since that 
time. Before formulation of this definition, the Income Tax Regula- 
tions had considered that the term meant only ‘‘ordinary partner- 
ships.’’ 8 

A statement of the reasons for adoption of such an all-inclusive 
definition was made in the Committee Reports of both the Ways and 
Means Committee ** and of the Senate Finance Committee.*® Relat- 
ing that confusion existed as to the time and manner of returning 
income from the operation of joint ventures, syndicates, pools, and 
similar organizations, it is also stated that members of such organ- 
izations frequently did not report the results of operations year by 
year, but waited until liquidation of the organization. Concluding 
that without regard to the accounting period or method of the organ- 
ization, reliance had to be placed on the accounting period or method 
of each member, the Reports state that the adoption of the proposed 
definition would have the effect of requiring any organization to file 
a return which would enable its members to ascertain the distribu- 
tive shares of gains and losses to be included in their separate re- 
turns. Thus, the necessity for annual returns of income in an orderly 
administration of tax law became the motivating force behind the 
adoption of a sweeping definition of partnerships. 


DirFERENCES BETWEEN THE T'wo APPROACHES 


The Uniform Partnership Act calls a partnership an association. 
The Code sets opposite that term a list capped by the term ‘‘or other 
88 Reg. 74, See. 701, Art. 1313. 


39 H.R. Rep. No. 708, 72d Cong., 1st Sess. § 1004, 53 (1932), 1939-1 Cum. BuLL. (Part 2) 
495. 


40 §.ReP, No. 665, 72d Cong., Ist Sess. § 1109, 59 (1932), 1939-1 Cum. BuLL. (Part 2) 
538. 
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unincorporated organization.’’ The need for a positive act must have 
been cast aside by the phrase ‘‘ other unincorporated organization.’’ 
This presumption is supported by the construction of the statute 
reflected in the Regulations issued subsequent to the 1932 Act. Pre- 
vious Regulations under the 1928 Act stated the proposition that a 
joint ownership not used in the operation of any trade or business 
and not covered by any partnership agreement *! was not a part- 
nership, nor were co-owners of oil lands engaged in development 
through a common agent necessarily partners. In contrast, later 
Regulations, which provided that the definition of partnership goes 
beyond the common law meaning attributed to it, supplied an ex- 
ample of purchase by two persons of acreage for purposes of sub- 
division which was classified as a joint venture and therefore a part- 
nership. Over the treatment of developers of oil and gas property 
there was some vacillation. The initial interpretation of the Regula- 
tions left no doubt that if joint development and operation was not 
an association, it was a partnership.*? However, the edge was blunted 
by providing that while joint ownership of oil and gas property was 
a partnership, it was so only for purposes of filing a return.** 
Another characteristic attributed to a partnership by the Code is 
the phrase ‘‘through or by means of which any business, financial 
operation or venture is carried on.’’ Business implies activity en- 
gaged in for profit, but obviously with the intention of going beyond 
the narrow category of ‘‘every trade, occupation, or profession”’ 
enumerated in the Uniform Partnership Act,* the definition encom- 
passes those special, speculative, often single objective, activities 
frequently associated with the operation of financial organizations 
which were the specific targets of legislation of the 1932 Act. 
Without the pointed observation of the Income Tax Regulations, 
it is clear that ‘‘partnership’’ for tax purposes is not limited to the 
common law meaning of the term *° and that the Code makes and pre- 
scribes its own tests of classification, with respect to which local law 
is of no importance. It may be doubted that such a cavalier dismissal 
of the matter is without consequence. Basically, the differences in 
definition between the Uniform Partnership Act and the Code may 
be stated as follows: (1) the Code definition is broader in scope; 
(2) mere co-ownership may constitute a partnership; (3) profit need 


41 Reg. 74, Sec. 701, Art. 1317. 

42 T.T. 2749, XIII-1 Cum. Bu. 99 (1934). 

43 I.T, 2785, XITI-1 Cum. Buu. 96 (1934) ; I.T. 3930, 1948-2 Cum. Buu. 126. 
44 UNIFORM PARTNERSHIP ACT § 2 (1914). 

45 Reg. 118, Sec. 39.3797-1. 
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not be a requisite for the existence of a partnership ; and (4) partner- 
ship status need not result from voluntary acts of association. 


Co-OWNERSHIP 


Two areas have engaged the attention of the Service in applying 
the definitions. A minor one has been restricting the application of 
the definition for co-ownerships; a major one has been to draw a 
discernible line between associations taxable as corporations and 
partnerships. The 1954 Code, attempting to cope with some of the 
problems of co-ownership, provides that depreciation, depletion, or 
gain or loss with respect to undivided interests in property contrib- 
uted to the partnership should be determined as though the undi- 
vided interests had not been contributed.** In explanation of this 
provision, the Committee Report states that the provision is to ap- 
ply where partners consciously contribute undivided interests and 
where owners of undivided interests, because of their activities, are 
determined to be a partnership.** The Regulations state that the rule 
is applicable only where there is an actual contribution of undivided 
interests.** Other provisions of the Regulations state that mere co- 
ownership of property, maintained, kept in repair, rented, or leased 
does not constitute a partnership.*® 

However, it is added that if co-tenants carry on a trade, business, 
or financial operation or venture and divide the profits, there may be 
a partnership. Some activity plus the co-ownership of property may 
therefore constitute a partnership, but mere co-ownership will not, 
and co-owned property, even if it is the center around which activity 
takes place, does not become partnership property unless so intended 
by the parties. To the extent that these rules are effective, the con- 
sequences of property distributions by a partnership do not affect 
the partition or division of property which is not actually owned by 
the partnership. ' 


ComMon PARTNERSHIP CHARACTERISTICS 


Flowing as consequences from the elemental characteristics of 
a partnership are: the rights to participate in profits; °° property 
rights in specific partnership property, including the partner’s in- 


46 T.R.C. § 704(¢) (3) (1954). 

47 §.Rep. No. 1622, 83d Cong., 2d Sess. 382 (1954). ‘‘Conscious’’ contribution is presum- 
ably contrasted with ‘‘ unconscious’’ contribution. 

48 Reg. Sec. 1.704-1(c) (3) (i) (1956). 

49 Reg. Sec. 1.761-1(a) (1) (1956). 

50 UNIFORM PARTNERSHIP ACT § 18(a) (1914). 
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terest in the partnership and participation in the management.* 
Imposed on a partner as a consequence of his status are: liabilities 
for debts and obligations of the partnership; ** obligations imposed 
by another partner’s breach of trust through misapplication of an- 
other person’s property or by tortious acts committed by another 
partner within the scope of his authority; ** and accountability as 
fiduciary to the partnership for activities of a partner contrary to or 
inimical to the interests of the partnership.™ In spite of the latter 
obligation, it is not necessary to forego all other employment or en- 
gagement in economic activities.® While no bar exists to the disposi- 
tion of an interest, the assignment or conveyance of an interest limits 
the rights of an assignee to the extent that he may, unless the consent 
of other partners is secured, participate only in profits and demand 
an accounting from the time of the last account agreed to by the part- 
ners; and he may not otherwise participate in management. 


PARTNERSHIPS UNDER Loca, Law not RECOGNIZED FoR Tax PuRPOSES 


Famity ParTNERSHIPS 


The fundamental income tax principle that income should be taxed 
to the person who earned it *’ has cast a shadow over efforts to mini- 
mize the tax impact by formation of a family partnership. But de- 
spite any threats, efforts, of course, were and still are made to utilize 
the partnership structure to spread income within an economic 
group. The unsuccessful efforts culminating in Tower * and Lust- 
haus *° and the reverse trend initiated by Culbertson,” capped by the 
Revenue Act of 1951,* disposed of the question of recognition of 
some family partnerships for federal income tax purposes. None- 
theless, partnerships found valid under local law still cannot be 
recognized for tax purposes. The income from such a partnership 
may be attributed to one or more members whose services may have 
earned it. The income may also be attributed to one whose ownership 

51 UNIFORM PARTNERSHIP ACT §§ 18(e) and 24 (1914). 

52 UNIFORM PARTNERSHIP AcT § 15(b) (1914). 

53 UNIFORM PARTNERSHIP ACT §§ 13, 14, and 15(a) (1914). 

54 UNIFORM PARTNERSHIP AcT § 21(1) (1914). 

55 CRANE, op. cit. supra note 24, at 366-368; BARRETT AND SEAGO, op. cit. supra note 24, 
at ch. 6 § 2. 

56 UNIFORM PARTNERSHIP ACT § 27 (1914). 

57 See notes 19 and 20 supra. 

58 Comm ’r v. Tower, 327 U.S. 280 (1946). 

59 Lusthaus v. Comm’r, 327 U.S. 293 (1946). 

60 Comm’r vy. Culbertson, 337 U.S. 733 (1949). 

61 Revenue Act of 1951, Sec. 340, amending I.R.C. § 3727(a)(2) (1939) and adding 
LR.C, § 191 (1939). 
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of a capital interest in a partnership is to be inferred from the con- 
trol, management, conduct, or relationships surrounding partner- 
ship affairs. Imputation of ownership to a person in spite of the 
execution of legally sufficient and irrevocable deeds under state 
law,® placing ownership in another, may be established for purposes 
of attributing income to the person regarded as owner for income tax 
purposes. 

Tax Returns Required. Acknowledgment of the effectiveness of a 
transfer for property law purposes does lead to questions, the an- 
swers to which are not readily apparent. If the income of a two- 
member family partnership not recognized for tax purposes is at- 
tributed to one of the members alone, must such partnership file a 
partnership return, Form 1065, even though the income is allocated 
to one member? Presumably, yes. The provisions for partnership 
returns © apply to ‘‘every’’ partnership as defined in section 761(a). 

Proposed Regulations * under section 6031 do not dispose of this 
question, although they may be interpreted as not requiring a return, 
since they may be construed as not applying to any partnership not 
carrying on a trade or business, that is, a partnership not recognized 
for tax purposes may not be carrying on a trade or business. How- 
ever, that construction may not apply to a partnership composed of 
three or more persons only one of whom is not recognized as a valid 
partner. Thus, for tax purposes, B of ABC may not be treated as a 
partner, but ABC, taking into account their local law status, may be 
carrying on a trade or business, and AC, excluding B, may also be 
carrying on a trade or business. Are returns required of ABC and 
AC? 

Distributions of Property in Family Partnerships. This anoma- 
lous situation, if it be real, sets the stage for posing a more funda- 
mental question. The status of a partnership under local law will 
vest a partner, eyen though he be not recognized as such for tax pur- 
poses, with rights in the partnership, namely, his rights in specific 
partnership property, his interest, and right of participation in 
management.” Where a partner possesses rights in specific partner- 
ship property, he may realize on such rights on the dissolution of the 
partnership.® In the terminology of income tax provisions, he is en- 


62 Reg. Sec. 1.704-1(e) (1956). 

63 Reg. Sec. 1.704-1(e) (2) (i) (1956). 

64 Reg. Sec. 1.704—1(e) (i) (1956). 

65 Proposed Reg. Sec. 1.6031—1, 23 Fep. Rea. 7305 (1958). 

66 Proposed Reg. Sec. 1.6031-1(a) and (c), 23 Frep. Rea. 7305 (1958). 
67 See note 50 supra. 

68 UNIFORM PARTNERSHIP Act §§ 38 and 40 (1914). 
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titled to a distribution. Whether a distribution be in cash or prop- 
erty, it must be measured against the basis of the partner’s interest 
to determine tax consequences.” Assuming the partnership interest 
to have been donated to a distributee partner, his basis would be the 
basis of the donor for the interest if the gift were recognized (disre- 
garding the fair market value if less than basis). But if income at- 
tributable to the interest given was treated as the donor’s because 
of retained controls, is the property interest of the gift recognized 
for distribution purposes? 

If the property rights of the donee were not recognized for the tax- 
ing of income, it would be safe to assume that the vesting of prop- 
erty rights upon transfer in dissolution of the partnership would be 
imputed to the donor who, in turn, donated such rights to the re- 
ceiving partner. On the other hand, if the property rights were rec- 
ognized as vested in the donee but the income attributed to the donor 
because of retained controls, it ought to follow that a transfer upon 
dissolution passed property to the donee. In the hands of the donee 
how is tax basis or tax consequence to be determined? Gain or loss 
must be computed if the distribution consists of money only; * basis 
must be determined if the distribution consists of property.”’ The 
donee’s basis initially would be determined under sections 742 and 
1015 relating to the basis of a transferee partner’s interest, in this 
instance acquired by gift, but presumably unadjusted under section 
705 by the income attributed to the donor rather than the donee. 
Because of the lack of adjustment, gain or loss would be affected, as 
would the basis of property other than money. However, the seeming 
difficulty could be eliminated by concluding that the income attribut- 
able to the donor constituted an additional gift of interest in the 
partnership to the donee and correspondingly increased the basis of 
such partner’s interest. 


PartNersHies TREATED As ASSOCIATIONS 


Reference has already been made to partnerships treated as asso- 
ciations and taxable as corporations. It is asserted that such an asso- 
ciation is subject to all the Code provisions applying to corporations, 
including the income tax, the excess profits tax, the personal holding 
company surtax, the accumulated earnings tax, and others. Other 
consequences would be treatment of partners as shareholders, de- 
duction of expenses by the association rather than its members, and 

69 I.R.C. §§ 731, 732 (1954). 


70 L.R.C. § 731 (1954). 
71 LR.C. § 732 (1954). 
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taxation of income when distributed rather than for the taxable year 
of the association ending with or within the year of a member.” 

The issues raised and decided in many of the cases relate to a de- 
termination of the persons taxable, the association itself, or the 
members thereof. Some cases were concerned with corporations 
which had dissolved or whose charters had expired.”* Other cases 
were concerned with Massachusetts trusts and joint stock associa- 
tions which are generally treated as partnerships under local law. 
A classic case often cited for the sweep of its effect, Morrissey v. 
Commissioner,” involved a business trust. It was further held that 
where an organization was treated as an association, consequences 
attributable to corporate liquidations were also applicable.” 

It would seem clear that any organization found to be an associa- 
tion possesses all the characteristics of a corporation and is to be 
treated as such for tax purposes. This is true without regard to local 
law, which might treat the same organization as a partnership. But 
the cases at best dispose of the questions of taxability of income and 
treatment of distributions but without making clear particularly 
where an organization inadvertently falls into association status, 
even for tax purposes, the extent to which the basis of an interest 
becomes the basis of ‘‘corporate’’ shares, and how the interest in 
capital is distinguished from an interest in surplus or accumulated 
earnings. Moreover, a partnership treated as an association for tax 
purposes presumably remains a partnership for all other purposes.” 

72 7 MERTENS, op. cit. supra note 26, § 38.02. 

73 John A. Snively, Sr., 20 T.C. 136 (1953) ; Coast Carton Co. v. Comm’r, 149 F.2d 739 
(9th Cir. 1945), affirming 3 T.C. 676 (1944) ; Crocker v. Comm’r, 84 F.2d 64 (7th Cir. 
1936), affirming 32 B.T.A. 861 (1935) ; Pierce Oil Corporation, 32 B.T.A. 403 (1935). 

7 Burk-Waggoner Oil Association v. Hopkins, 269 U.S. 110 (1925) ; Hecht v. Malley, 
265 U.S. 144 (1924). 

75 296 U.S. 344 (1935). See also Helvering v. Coleman Gilbert Associates, 296 U.S. 369 
(1935) ; Swanson v. Comm’r, 296 U.S. 362 (1935); Helvering v. Combs, 296 U.S. 365 
(1935). 

76 Sherman v. Comm’r, 146 F.2d 219 (9th Cir. 1944) ; Tyrell v. Comm’r, 91 F.2d 500 (5th 
Cir, 1937), cert. denied, 302 U.S. 747 (1937). 

77 Burk-Waggoner Oil Association v. Hopkins, 269 U.S. 110, 114 (1925): ‘‘It is true 
that Congress cannot convert into a corporation an organization which by the law of its 
State is deemed to be a partnership. But nothing in the Constitution precludes Congress 
from taxing as a corporation an association which, although unincorporated, transacts its 
business as if it were incorporated... .’’ 
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Notes 


“Collapsible” Corporations—Application to Real Estate Transactions 


Prior to 1950 a loophole existed in the income tax law which enabled tax- 
payers to convert some categories of ordinary income into long-term capital 
gains taxable at a maximum of 25 per cent. Unless property is classified as a 
capital asset, generally the gain realized by the seller will be taxed as ordi- 
nary income. Rates on ordinary income may vary from 20 to 91 per cent when 
the gain is realized by an individual,! and from 30 to 52 per cent when the 
gain is realized by a corporation.” Where a corporation owns the property and 
realizes the income derived from the sale, in addition to the tax imposed on 
the corporation there is a tax levied on the individual shareholder when divi- 
dends are received * or when the stock is sold or the corporation is liquidated.* 
The tax on dividends represents an ordinary income tax on profits distributed, 
whereas the tax on the gain realized from sale of the stock or liquidation of 
the corporation represents a capital gains tax on the undistributed earnings.5 
In effect, the profit from realization of the gain on the property sold would 
be taxed twice, once on the corporate level at ordinary income rates when the 
property is sold, and once on the individual level when the assets are distrib- 
uted or the stock is sold. 

In order to realize the profit on the transaction and yet pay only one tax at 
capital gains rates, taxpayers, primarily in the moving picture and construc- 
tion industries, created temporary corporations to produce, manufacture, or 
construct certain products. Instead of selling the goods, the stock of the cor- 
poration would be sold, or the corporation would be liquidated before any 
substantial gains were realized. Since the stock of a corporation is a capital 
asset, the excess of the money or fair market value of the assets received over 
the adjusted basis of the stock in the corporation would be subject to a tax at 
capital gains rates.® If there is a liquidation, a subsequent sale of the acquired 


11.R.C. § 1(a) and (b) (1954). 

2 LR.C. § 11 (1954). 

3 L.R.C. § 61(a) (7) (1954). 

4 L.R.C. §§ 61(a) (3), 331 (a) (1), 1001, and 1002 (1954). 

5 The value of these undistributed assets would be reflected in the fair market value of 
the assets distributed on liquidation or the selling price on a sale of the corporate stock. 
Since the tax is imposed on the excess of the fair market value of the assets or the selling 
price over the basis of the stock in the corporation, this would result in the taxation of the 
undistributed profits. 

6 H.R. Rep. No. 2319, 81st Cong., 2d Sess. 56-57 (1950) ; 8. Rep. No. 2375, 81st Cong., 
2d Sess. 45-46 (1950) ; Hearings Before the House Committee on Ways and Means, 81st 
Cong., 2d Sess. 70, 137-143 (1950). Actually, the Treasury Department attempted to ob- 
viate this situation prior to 1950 without the aid of legislation, by using a number of 
theories: (1) disregard the corporate entity as being a mere sham and serving no business 
purpose; this would result in ordinary income to the individual when the property was sold 
at a gain; (2) disregard the liquidation of the corporation by treating transactions subse- 
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property would result in no additional tax unless the market value of the 
property increases between the time of liquidation of the corporation and 
the time of the sale of the property, because the basis of the property in the 
hands of the shareholder would be the fair market value at the time of dis- 
tribution.” 


LEGISLATIVE History 


In 1950, Congress enacted the first of a series of amendments that was 
aimed at preventing the use of a temporary or ‘‘collapsible’’ corporation as a 
tax-avoidance device. The gain from the sale or liquidation of a collapsible 
corporation that formerly was entitled to capital gains treatment was re- 
quired to ‘‘be considered as gain from the sale or exchange of property which 
is not a capital asset.’’ ® 

The definition of a collapsible corporation at first included, with limita- 
tions, corporations ‘‘formed or availed of principally for the manufacture, 
construction or production of property. ...’’® This was expanded by the 
Revenue Act of 1951 1° to prevent the accretion attributable to inventory and 
stock in trade from being realized as a long-term capital gain on the sale of 
the corporate stock or the liquidation of the corporation.1! Although another 
theory in regard to the problem was proposed in 1954,!* the Code as finally 
enacted retained the original approach, and in addition included within the 
concept of collapsible corporations the purchase of unrealized receivables 
and real and depreciable property used in trade or business.'* It is the inclu- 
sion of the latter category that has caused much criticism because at times it 
is entitled to capital gains treatment.1* 


quent to the dissolution as income of the corporation or allocable to it; and (3) consider 
the gain on sale or liquidation as additional compensation to the former shareholders to 
the extent that services were rendered to the corporation for inadequate consideration. 3B 
MERTENS, FEDERAL INCOME TAXATION § 22.55 n.87 (Zimet and Weiss rev. ed. 1958) ; Green- 
field, Effect of Collapsible Corporation Provisions on Real Property Holdings in PRrocrsrp- 
INGS OF NEW YorK UNIVERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 91, 
95 (1952). 

7 LR.C. § 334(a) (1954). 

8 L.R.C. § 117(m) (1939). 

9 I.R.C. § 117(m) (2) (A) (1939). 

10 I.R.C. § 117(m) (1939), as amended. 

11 §. Rep. No. 781, 82d Cong., 1st Sess. 33-34 (1951). 

12 The House bill sought to preserve a tax at ordinary income rates at either the corpo- 
rate or shareholder level, by providing that the basis of appreciated inventory assets in 
the hands of the distributee be the same as such property in the hands of the liquidating 
corporation. H.R. Rep. No. 1337, 83d Cong., 2d Sess. 38, A100-115 (1954). The Report of 
the Senate Committee on Finance criticized the House proposal on the grounds that it 
permitted sales of the stock of the collapsible corporation to be effected so that it would 
result in capital gains to the seller, and that it would also penalize the unwary purchaser of 
the stock who intended to liquidate the corporation. 8. Rep. No. 1622, 83d Cong., 2d Sess. 
48, 260-261 (1954). 

13 T.R.C. § 341(b) (3) (C) and (D) (1954). 

143B MERTENS, op. cit. supra note 6, § 22.64, 271-273; Axelrod, Tax Advantages and 
Pitfalls in Collapsible Corporations and Partnerships, 34 Taxes 841, 854-855 (1956) ; De- 
Wind and Anthoine, Collapsible Corporations, 56 CoLum. L. REv. 475, 502-509 (1956). 
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The foregoing corporations will be considered ‘‘collapsible’’ only if formed 
or availed of with a view to selling the corporate stock or liquidating the 
corporation before it has realized a ‘‘substantial part of the taxable income to 
be derived’’ from the property making it subject to this section.’ Realization 
of a substantial portion of the profit removes the necessity for requiring 
special treatment, since it will generally result in the recognition of ordinary 
income by the corporation. The profit will be subject to tax as income of the 
corporation as well as income of the individual when he sells the stock or 
liquidates the corporation. 

The Technical Amendments Act of 1958 created a limitation to the applica- 
bility of this section where the profit, although unrealized, is small in rela- 
tionship to the net worth of the corporation. This limitation provides that a 
corporation will not be considered collapsible if the unrealized profit on sub- 
section (e) assets (hereafter referred to as ‘‘ordinary income assets’’) does 
not exceed 15 per cent of the net worth of the corporation.’ In so far as most 
corporations are concerned, ordinary income assets include all assets of a 
corporation that would result in ordinary income if sold at a profit.17 In ad- 
dition, there would be included assets which would not create ordinary income 
if sold at a profit by the corporation, but would be ordinary income in the 
hands of a shareholder who holds more than 20 per cent of the stock of the 
corporation.'® 

Although the unrealized profits of the corporation itself on ordinary in- 
come assets might be less than 15 per cent of the net worth of the corporation, 
the limitation might not apply and the corporation might still be considered 
collapsible on a shareholder by shareholder basis. As to shareholders owning 
more than five per cent but not more than 20 per cent of the outstanding 
shares of the corporation, ordinary income assets include property of the cor- 
poration which, in the hands of the individual stockholder, would create ordi- 
nary income when sold or exchanged.’® A similar provision is made in the 
ease of a shareholder owning more than 20 per cent of the stock of a corpora- 
tion.2° But in such a case the individual will be considered as having sold or 
exchanged a proportionate share of the assets of similar corporations 4 in 
which he held more than 20 per cent of the stock. Such attribution will be 
made only if he held more than 20 per cent of the stock of the other corpora- 
tion at the time of the sale and if the sale occurred within the preceding 
three-year period. In considering the limitation on a shareholder by share- 
holder basis, the unrealized profits on ordinary income assets of the corpora- 


15 T.R.C. § 341(b) (1) (A) (1954). 

16 I.R.C, § 341(e) (1) through (4) (1954). 

17 I.R.C. § 341(e) (5) (A) (i) (1954). 

18 I.R.C. § 341(e) (5) (A) (i) (1954). 

19 I.R.C. § 341(e) (1) (B) and 2(B) (1954). 

20 I.R.C. § 341(e) (1) (C) and 2(C) (1954). 

21‘¢,., [A]ny other corporation more than 70 per cent in value of the assets of which 
are, or were at any time during which such shareholder owned during such 3-year period 
more than 20 per cent in value of the outstanding stock, assets similar or related in service 
or use to assets comprising more than 70 per cent in value of the assets of the corporation. 

..?? LRB.C, § 341(e) (1) (C) and 2(C) (1954). 
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tion are added to unrealized profits on assets that would be considered as 
ordinary income assets only by reference to the individual shareholder. The 
result would then be compared with the net worth of the corporation to see 
if it exceeds 15 per cent.?? 

The original amendment in 1950 included three limitations on the applica- 
bility of the section which have remained substantially undisturbed by sub- 
sequent enactments. A corporation will not be considered ‘‘collapsible’’ where 
the shareholder owns five per cent or less of the outstanding stock ; 2? where 
the gain attributable to the property manufactured, constructed, produced, 
or purchased is 70 per cent or less of the entire gain recognized ; 2 or where 
the gain is ‘‘realized after the expiration of 3 years following completion of 
such manufacture, construction, production or purchase.’’ 25 


LAND AND DEPRECIABLE PROPERTY—ARE THEY PROPERLY INCLUDIBLE WITHIN 
THE ‘‘COLLAPSIBLE’’ CORPORATION CONCEPT? 


The 1954 Code failed to take account of diverse situations existing in the 
real estate field and thereby created the possibility of harsh and unjust re- 
sults. Although prior to January 1, 1938, depreciable property and land used 
in trade or business were treated as capital assets,2® between December 31, 
1937 and January 1, 1942 buildings were not considered, but land was, a 
capital asset.27 Subsequent to December 31, 1941, and continuing up to the 
present, neither the land nor buildings used in trade or business are capital 
assets,?8 but under current law both depreciable property and real business 
property occupy a preferred position. Although the tax on capital gains is 
limited to 25 per cent,?® the deductibility of capital losses is also limited.*° On 
the other hand, in the case of depreciable and real property used in trade or 
business (hereafter designated as ‘‘section 1231(b) assets’’) ,°! a net gain on 
assets held over six months is treated as a capital gain, but net losses are fully 
deductible from ordinary income.*? This treatment is not accorded all holders 
of depreciable or real property. The law distinguishes between holders of such 
property for investment purposes and holders of similar property considered 


22 T.R.C. § 341(e) (1) and (2) (1954). 

23 I.R.C. § 341(d) (2) (1954). Prior to the changes enacted in 1954, a corporation would 
not be considered collapsible unless the shareholder owned more than ten per cent of the 
outstanding shares. 64 Stat. 935 (1950), adding I.R.C. § 117(m) (3) (A) (1939). 

24 T.R.C. § 341(d) (2) (1954). 

25 T.R.C. § 341(d) (3) (1954). 

26 Revenue Act of 1934, Sec. 117(b), 48 Star. 714. 

27 Revenue Act of 1938, Sec. 117 (a) (1), 52 Srar. 500. 

28 I.R.C. § 117(a) (1) (1939), amended I.R.C. § 151(j) (1), now I.R.C. § 1221 (1954). 

29 I.R.C. § 1201 (1954). 

30 I.R.C. § 1211 (1954). 

31 I.R.C. § 1231(b) (1954). This category also includes similar property held for invest- 
ment purposes, except where the property, such as vacant lots not used in the corporation’s 
business, qualifies as a capital asset. For an analysis of this term, see 3B MERTENS, op. cit. 
supra note 6, §§ 22.17 and 22.140. 

32 I.R.C. § 1231(a) (1954). 
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stock in trade includible in inventory and property held for sale to customers 
in the ordinary course of the sellers’ business.3* The latter are dealers and 
must treat gains on such property as ordinary income. They therefore would 
have the same motive as manufacturers, constructors, and producers in setting 
up a collapsible corporation. 

At this point we should consider various possible situations that may exist 
in regard to the corporation and the individual shareholder in a collapsible 
corporation case involving section 1231(b) assets. First, both the individual 
and the corporation are dealers. In such a ease ‘‘stepping up’’ the basis of 
the land and buildings by liquidating the corporation or selling the stock of 
the corporation would generally be the only way of obtaining capital gains 
treatment.** Second, the individual is classified a dealer, but the corporation 
is not. In such ease, realization by the corporation would create a capital gain 
rather than ordinary income.* Third, both the individual and the corporation 
are not dealers. In the latter case, sale by the corporation or the individual 
would not create ordinary income.*® 

Clearly, the law as amended in 1951 covered the first situation. The corpo- 
rate assets would come within the categories of constructed property or in- 
ventory and stock in trade which were specifically intended to be covered.** 
Theoretically, such treatment is justified, since a sale consummated at either 
the corporate or individual level would result in ordinary income.** Although 
Committee Reports and Hearings fail to indicate why the collapsible corpo- 
ration section was expanded in 1954 to include section 1231(b) assets,®® a 
reason might be derived from a consideration of the last two situations. In 


33 I.R.C. § 1231(b)(1)(A) and (B) (1954). For an explanation and examples of the 
term, see 3B MERTENS, op. cit. supra note 6, §§ 22.15 and 22.139. Primary consideration 
must be given to the latter category, since in the ordinary ease real estate is not considered 
as inventory or stock in trade. See cases cited in 3B MERTENS, op. cit. supra note 6, § 22.138 
n.63. 

34 As a general rule, distributions in liquidation are treated as being in payment for the 
stock. I.R.C. § 331 (1954). Since corporate stock is a capital asset, gains from the sale or 
exchange of the shares may qualify for special tax treatment. I.R.C. §§ 1201 and 1221 
(1954). For the purpose of the subsequent discussion, cases where the corporation is classi- 
fied as a dealer and the shareholder is not so classified should be considered similar to the 
first situation. 

35 This would be a gain on the sale of a section 1231(b) asset. I.R.C. § 1231(a) (1954). 

36 The gain would be realized on the sale of a section 1231(b) asset or on the sale of a 
capital asset. In either case the realized increment would be a capital gain. I.R.C. §§ 1222 
and 1231(a) (1954). 

37 .R.C. § 117(m) (2)(A) (1939), amended I.R.C. § 326(a) (2), now I.R.C. § 341(b) 
(1) (1954). 

38 This property would not be considered a capital asset. I.R.C. § 1221(1) (1954). Of 
course, if the individual is not a dealer, a sale by him of the property could result in a cap- 
ital gain. I.R.C. § 1231(a) (1954). Treatment of the gain as ordinary income is still justi- 
fiable, for it was the individual who elected to transact the business through a corporation. 

39 The purchase of all section 1231(b) assets were included, except property which is or 
has been used in connection with the manufacture, construction, production, or sale of in- 
ventory or property held for sale in the ordinary course of business. I.R.C. § 341(b) (3) (D) 
(1954). 
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the second case the individual has attempted to insulate a single transaction. 
Since quantity and frequency of sales are elements in determining whether a 
taxpayer is a dealer,*® it is quite possible that although a dealer may have 
the right to treat one or more transactions as capital gains, if such sales were 
made by him as an individual they would result in ordinary income.*! In fact, 
an individual himself might be classified as a dealer considering, among other 
elements, corporate holdings and sales.*? In addition, by ‘‘collapsing’’ the cor- 
poration, the taxpayer has attempted to pay one tax at capital gains rates on 
sale or liquidation of the stock instead of two taxes at capital gains rates, one 
on the corporate level on realization of the gain by sale of the property, and 
one on the ultimate sale of the stock or liquidation of the corporation. If we 
consider the taxpayer and his corporations as one unit, it would seem that 
the basic theory behind the collapsible corporation section is applicable here. 
Situation two clearly lends itself to tax avoidance.** 

Since the definition of section 341 assets included section 1231(b) assets, 
this would put a corporation in the third category also in danger of ‘‘ collapsi- 
bility.’’ This seems theoretically completely unjustified. If the profit was 
realized by sale of the property at either the corporate or individual level, a 
tax at capital gains rates would result.** Therefore, to treat the sale or liqui- 
dation of the corporate stock as ordinary income would seem to be contrary 
to the basic intent of the section. Instead of preventing the conversion of 
ordinary income into capital gains, in situation three this section would pre- 
sent the anomaly of converting gains subjected to preferred capital gains 
rates into ordinary income. 

Section 341 was amended in 1958 to exclude the third circumstance but in- 
clude the second in the concept of ‘‘collapsibility.’’ This was done by treating, 
in certain cases, the entire economic group as one unit to determine if a dealer- 


40 The distinction between an investor and a dealer is based on whether the taxpayer 
holds the property for sale to customers in the ordinary course of business. The determi- 
nation is made by considering certain factors. In practice, the weight given each element 
will vary, depending on the over-all circumstances presented in the case. No specific test has 
been evolved. Pool v. Comm’r, 251 F.2d 233, 248 (9th Cir. 1957), cert. denied, 356 U.S. 
938 (1958). The courts have considered the following as important factors: (1) frequency 
and continuity of real estate transactions; (2) primary purpose at time of acquisition, 
during the period held and sale; (3) development and improvement of the property; (4) 
sales activity; (5) length of period property was held; and (6) relative importance of 
other activities and income of the taxpayer. 3B MERTENS, op. cit. supra note 6, § 22.138. 

413B MERTENS, op. cit. supra note 6, § 22.140, 645-648. But in such circumstances the 
taxpayer has the difficult burden of showing that he held the properties in different capaci- 
ties. He must indicate by supporting evidence why the property should be treated dif- 
ferently from other property which was held for sale in the ordinary course of business. 
See eases cited, id. § 22.140 nn.11.1, 51. 

42 The court must consider the entire situation i.e., whether conducted directly by the 
taxpayers or indirectly through various corporations which they dominated. Pool v. 
Comm ’r, note 40 supra. 

43 This situation would still result in ordinary income under section 341 as amended. See 
note 45 infra. 

44 T.R.C. § 1231(a) (1954). 
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ship exists at the shareholder level.** Considering the consequences of this 
section before amendment, it would seem that the unexpressed original intent 
of the framers of the 1954 Code was to get at dealers in situation two. 


INADEQUACIES UNDER CURRENT LAW 


Intent. Under present law, determination of ‘‘collapsibility’’ basically in- 
volves consideration of two different subjective elements which are sometimes 
difficult to reconcile. First, there is the intent to ‘‘collapse’’ a corporation— 
to form or avail of a corporation principally for the manufacture, construc- 
tion, production, or purchase of certain property, with a view to sale or liqui- 
dation prior to realization by the corporation of a ‘‘substantial part of the 
taxable income to be derived. . . .’’ #® Second, there is the intent to become a 
dealer—to consider the property as stock in trade or held primarily for sale 
to customers in the ordinary course of the taxpayer’s trade or business.*7 The 
first is used to see if the corporation comes within section 341, and the second 
is to see whether a limitation is applicable. 

The elements of each intent-pattern vary and may be difficult to apply. 
Although few cases have been decided involving section 341, the courts have 
shown a tendency to construe this section broadly. But it should be remem- 
bered that these decisions were made without consideration of the latest 
amendments. The first question is whether the word ‘‘principally’’ should 
be construed to modify ‘‘manufacture, construction, production or purchase’’ 
or whether it also modifies ‘‘ with a view to”’ sale or liquidation.** Although in 
the case of a dealer the view to sell to customers in the ordinary course of busi- 
ness is the primary factor,*® the courts have imposed a less rigorous test for 


45 Section 341(e) provides for an exception to section 341, based on the relation of the 
net unrealized appreciation of subsection (e) assets to the net worth of the corporation. 
LR.C. § 341(e) (1) through (4) (1954). The unrealized increment on section 1231(b) assets 
is excluded from the definition of subsection (e) assets only if all the shareholders owning 
more than 20 per cent of the outstanding stock could treat the property as a section 1231(b) 
asset if it was held by them individually. I.R.C. § 341(e) (5) (A) (iii) (1954). In addi- 
tion, the unrealized increment on section 1231(b) assets must be included in the computa- 
tion on a shareholder by shareholder basis, if a shareholder owning more than five per cent 
of the outstanding stock would not be able to treat this property as a section 1231(b) asset. 
LR.C. § 341(e) (1) (B) and (2)(B) (1954). On a similar basis, the benefits of this excep- 
tion are denied a 20 per cent shareholder if, considering his interests in corporations with 
similar assets, he would not be able to treat the property as a section 1231(b) asset. I.R.C. 
§ 341(e) (1) (C) and (2)(C) (1954). 

46 I.R.C. § 341(b) (1) (1954). 

47 Actually the situation is further complicated by the fact that an individual may hold 
some real estate as a dealer and other property for rental purposes or as an investor. 2 
RABKIN AND JOHNSON, FEDERAL INCOME, Girt AND EsTaTE TAXATION § 43.05(6), p. 4347 
(1954 ed.) 

48 I.R.C. § 341(b) (1) (1954). 

49 The word dealer is not used or defined in conjunction with the section involved. The 
ultimate question can be decided only by considering the various elements which have been 
given weight by the courts in determining the taxpayer’s actual intent. See note 40 supra. 
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the Government where collapsibility is involved. Although the purpose of the 
section is to prevent the creation of temporary corporations formed with the 
intent to create capital gains by sale or liquidation, the Court of Appeals for 
the Second Cireuit has adopted the view that ‘‘principally’’ in section 117 
(m) (2) of the 1939 Code (now section 341(b) (1) of the 1954 Code) was in- 
tended to modify the activity—‘‘manufacture, construction, production or 
purchase’’—rather than the ultimate objective—‘‘with a view to’’ sale or 
liquidation prior to realization of a substantial portion of the taxable in- 
come.5° The contemplation of a sale or liquidation ‘‘ unconditionally, condi- 
tionally or as a recognized possibility’’ is sufficient, according to the Regula- 
tions, to supply the necessary view.5! Under the 1958 amendment with 
respect to corporations holding section 1231(b) assets, unless one of the limi- 
tations applies, collapsibility is, in essence, subject to whether the economic 
unit (taxpayer and corporation) is construed to be a dealership.®” 

The view to sell or liquidate, according to the Regulations, unless there are 
compelling facts to the contrary, must exist during the manufacture, pro- 
duction, construction, or purchase.5* This has been questioned in dicta by the 
Courts of Appeals in the Second and Fourth Circuits, as well as the Tax 
Court, as being exceedingly narrow.** They felt that it should be sufficient if 
such intent exists when the corporation is availed of. Subject to the three- 
year limitation in the section, the corporation may be availed of at any time. 

Despite the fact that judicial interpretation tended to go far beyond the 
Regulations and in no way contemplated the 1958 amendment which was 
subsequently adopted, it would seem that this interpretation is closer to that 
applied in the dealer cases. Although the nature of the original acquisition is 
significant in determining whether the property is held for sale in the ordi- 
nary course of trade or business, the original intent is subject to change at 
any reasonable time before sale. Since ‘‘compelling facts to the contrary”’ 


50 Weil v. Comm’r, 252 F.2d 805, 806 (2d Cir. 1958). 

51 Reg. Sec. 1.341-2(a) (2) (1955). This view has been followed by the courts in con- 
sidering a similar Regulation under the 1939 Code, although in the great majority of cases 
such a broad interpretation practically removes the necessity of proving intent. Max Mintz, 
32 T.C. No. 61 (June 17, 1959) ; Rose Sidney, 30 T.C. 1155, 1163-1166 (1958) ; Elizabeth 
M. August, 30 T.C. 969, 977-983 (1958), aff’d, 267 F.2d 829, 833-834 (3d Cir. 1959) ; Carl 
B. Rechner, 30 T.C, 186, 191-195 (1958). Although it is possible to have a situation where 
the motive to sell arises after construction, production, manufacture, or purchase, such 
fact-situations are improbable. Reg. Sec. 1.341-5(d) (3) (1955) (sudden and unexpected 
illness) ; Rev. Rul. 57-575, 1957-2 Cum. BuLL. 236 (sale or liquidation due entirely to sub- 
sequent legislation). 

52 See note 45 supra. 

53 Reg. Sec. 1.341-2(a) (3) (1955). 

54 Glickman v. Comm’r, 256 F.2d 108, 111 (2d Cir. 1958) (dictum) ; Burge v. Comm’r, 
253 F.2d 765, 769 (4th Cir. 1958) (dictum) ; Rose Sidney, 30 T.C. 1155, 1165-1166 (1958) 
(dictum). 

55 This is one of the major elements considered important by the courts in determining 
whether the taxpayer held the property for sale to customers in the ordinary course of 
business, But the courts do not examine the situation at just the point of sale but some 
time before the transaction. Otherwise all sales would fall within the dealership category. 
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would, even according to the Regulations, negate the necessity for the view 
to exist during manufacture, production, construction, or purchase,®* it would 
seem that the main point of contention as far as real estate corporations are 
concerned will not center about ‘‘collapsibility’’ but around the limitations 
pertaining to it. Despite the fact that the results may not vary after due con- 
sideration given to all factors, the mere existence of these diverse subjective 
standards to determine dealership at the corporate and individual levels and 
collapsibility at the corporate level creates needless confusion and waste. 

Dealership at the corporate level. Although the intent and activity of a 
major stockholder is a factor considered in the determination of ‘‘collapsi- 
bility,’’ 5" it has not been treated as an important element in determining 
whether a dealership exists at the corporate level.5* It is possible, therefore, 
that the corporation would come within the provisions of section 341 after 
considering that the limitation in respect to section 1231(b) assets does not 
apply because of the dealership status of the major stockholder and yet the 
corporation itself not be considered a dealer. Under these circumstances, an 
attempt to sell or liquidate the stock will result in ordinary income,®® whereas 
realization of the profit at the corporate level, something the taxpayer was 
attempting to avoid, will create a gain taxable at capita! gains rates.®° Actu- 
ally, in the latter case the effective rate of tax on the whole transaction, in- 
cluding the sale of the corporate stock or the liquidation of the corporation, 
would be approximately 44 per cent.*! 

Section 337, under which property may be sold and the gains or losses 
realized by the corporation but not recognized by it,®* has become a popular 
device to take advantage of this situation.®* Since the provisions of section 
337 are not available to collapsible corporations,® if the corporation is deter- 
mined to be collapsible, the gain realized by the corporation would be auto- 


3B MERTENS, op. cit. supra note 6, § 22.138(2); 2 RABKIN AND JOHNSON, op. cit. supra 
note 47, § 43.05(8). 

56 Reg. Sec. 1.341-2(a) (3) (1955). 

57 I.LR.C. § 341(e) (1954). See also note 45 supra. 

58 512 West 56th Street Corp., 4 TCM 53, 56 (1945), aff’d, 151 F.2d 942 (2d Cir. 1945) 
(stock transferred prior to sale). The corporation is to be treated as a separate taxable 
entity. Moline Properties, Inc. v. Comm’r, 319 U.S. 436 (1943). See also note 40 supra for 
the factors considered important in determining whether a dealership exists. 

59 I.LR.C. § 341(a) (1954). 

60 I.R.C. § 1231(a) (1954). 

61 In the following example it is assumed that the liquidating shareholder is the original 
and sole stockholder. The tax, after realization on the corporate level, would be limited to 
25 per cent. I.R.C. § 1201(a) (2) (1954). On liquidation of the corporation, the shareholder 
would be subject to an additional capital gains tax with a maximum of 25 per cent on the 
remaining 75 per cent of the gain, after adjustments for profits and losses from opera- 
tions. I.R.C. §§ 331(a) (1), 1001, 1201(b), and 1221 (1954). The remainder would be 56 
per cent of the original gain. 

62 I.R.C. § 337(a) (1954). 

63 1] RABKIN AND JOHNSON, FEDERAL INCOME, GIFT AND EsTATE TAXATION § 23.07(12) 
(1954 ed.). The Government has acquiesed in this method of tax avoidance. Rev. Rul. 58- 
241, 1958-1 Cum. BuLL. 179. 

64 I.R.C. § 337(¢) (1) (A) (1954). 
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matically taxed to the corporation at capital gains rates. By using this device, 


the shareholder may attempt to ‘‘collapse’’ the corporation and yet not run de 
the risk of having the gain taxed to him as ordinary income. pr 
But the limitation added to section 341 in 1958, without any indication of se: 
an intent to deal with this situation, contains certain provisions that might 
prove to be a trap for the unwary stockholder of a real estate corporation. be 
Section 341(e) (4) provides that for the purposes of section 337 a corpora- or 
tion shall not be considered to be a collapsible corporation if the net unreal- if 
ized appreciation of subsection (e) assets does not exceed 15 per cent of the st 
net worth of the corporation.© Under this provision, dealership is determined of 
by reference to the status of the major shareholder, but not to sales of other li 
controlled, or by other liquidated, corporations. If a shareholder merely had 
holdings in various corporations that were sold or liquidated at intervals, it Vv 
is probable that he would not be a dealer, and the corporation would not be 01 
collapsible in so far as section 337 is concerned. Therefore, the gain would be si 
realized but would not be recognized by the corporation." e 
Since this is then treated as a complete liquidation, we must also consider e 


section 341(e) (2), which refers to distributions in liquidation. It states that 
a corporation shall not be considered collapsible with respect to any distribu- 
tion to a shareholder pursuant to a plan of complete liquidation, if the net 
unrealized appreciation on ordinary income assets does not exceed 15 per 
cent of the net worth.®* But under the sub-paragraph a shareholder owning 
more than five per cent of the outstanding shares must consider the unrealized 
gains on assets that would result in ordinary income if held individually.® 
Shareholders owning more than 20 per cent of the outstanding stock would, 
in addition, have to consider the holdings of similarly controlled corporations, 
the stock of which was sold or liquidated, in making the determination 
whether the property would create ordinary income if sold by them as indi- 
viduals.7° By so doing, major shareholders of such corporations might be re- 
quired to consider the land and depreciable property as not coming within 

the provisions of section 1231(b). The corporation might, therefore, be con- 

sidered collapsible for the purposes of the gain on liquidation, and such profit 

would be considered ordinary income.”! Of course, if the shareholder held 

assets of a similar nature personally, as well as in various corporations, he 

could claim that the corporation was basically collapsible, considering his 

individual transactions, and therefore the corporation was also ‘‘collapsible’’ 

so far as section 337 was concerned.” This is a dangerous and dubious propo- 

sition and really a question of fact. 


nem bo tee & @ oc a & 


65 I.R.C, § 341(e) (4) (A) (1954). 

66 I.R.C. § 341(e) (5) (A) (i) and (iii) (1954). 

67 I.R.C. § 337(a) (1954). 

68 I.R.C. § 341(e) (2) (1954). 
69 I.R.C. § 341(e) (2) (B) (1954). 

70 I.R.C. § 341(e) (2) (C) (1954). 

71 LR.C. § 341(a) (1954). 

72 LR.C. § 341(e) (4) (A) (1954). 
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It would seem preferable that the whole economic unit be considered in 
determining whether or not the corporation is a dealer. Such treatment would 
prevent the avoidance of a tax at ordinary income rates and yet would pre- 
serve the corporate structure. 

Seventy per cent limitation. Even though a corporation is collapsible and 
both the corporation and the shareholders are dealers, a gain on liquidation 
or sale of the stock of the corporation may not be treated as ordinary income, 
if 70 per cent or less of the gain is attributable to property purchased or con- 
structed ‘‘ with a view to’’ such liquidation or sale before a substantial part 
of the taxable income from the property has been realized.7* Such an objective 
limitation seems theoretically unfeasible. 

It is possible for a corporation classified as a dealer, and owned by an indi- 
vidual who is also a dealer, to realize income at average rates lower than 
ordinary income rates. This is done by having the corporation buy or con- 
struct two projects. One would be sold and the gain realized as ordinary in- 
come. Before the second project has realized any income, the corporation 
could be liquidated or the stock could be sold. Assuming that the gains appli- 
cable to each project is approximately $100,000, the effective rate of tax on 
the entire transaction including liquidation would be 42 per cent.’ In effect, 
the second project is taxed at only 25 per cent. Since section 341 is intended 
to prevent such devices, it seems unreasonable to permit an element of income, 
taxable as ordinary income if realized on the corporate or individual levels, 
to be taxed at a greatly reduced rate. In addition, there is an inequity in treat- 
ing the entire gain as ordinary income or capital gains merely on the basis 
of whether the gain attributable to such substantially unsold property was 
more than 70 per cent.7® It would seem more reasonable that an attempt 
should be made to isolate and segregate the elements of the gain into its com- 
ponent parts and to treat each individually. The gain on the liquidation 
or sale of the corporate stock applicable to the project sold should be treated 
as a capital gain, whereas the gain applicable to the unsold project should be 
treated as ordinary income. 

Three-year limitation. A gain realized after the expiration of three years 
following the completion of manufacture, construction, production, or pur- 
chase is not subject to section 341.7° This is an absolute limitation and re- 


73 ILR.C. § 341(d) (2) (1954). 

74 The income on the sale of the first project would be subject to a tax of 30 per cent on 
the first $25,000, and 52 per cent on the remainder, the taxes totaling $46,500. I.R.C. § 11 
(1954). Since the portion of the remaining $153,500 attributable to project one is over 30 
per cent, on liquidation, assuming that he held the stock from formation of the corporation, 
the shareholder would pay a capital gains tax of $38,375, i.e., 25 per cent of the $153,500. 
LR.C. §§ 331(a)(1), 1001, 1201(b), and 1221 (1954). Thus, the taxpayer would retain 
$115,125 of the original $200,000. 

75 Reg. Sec. 1.341-4(¢) (1) (1955). This is especially unreasonable when one considers 
that this limitation does not take into account dividends prior to liquidation. One may 
come within the limitation if he retains all realized earnings and may fail to qualify if he 
distributes such earnings as dividends. 

76 I.R.C. § 341(d) (3) (1954). 
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quires merely the determination of when the manufacture, construction, 
production, or purchase is completed. Since in regard to the question of stock- 
holder’s intent, the courts have adopted a strict approach as to when con- 
struction is completed, it may be assumed that substantial completion is not 
sufficient.” In a recent Revenue Ruling the Government contended that the 
three-year period does not begin until all necessary rezoning consents are ob- 
tained after the building is completed.”8 

Although this may be an easy method to determine intent, it is question- 
able whether it is reliable. Dealers may still use this as a way to create capital 
gains that could not be obtained otherwise. It is possible for a dealer with sub- 
stantial funds continually to turn over his inventory on a three-year cycle. 
Since an individual in a similar situation does not have the benefit of this 
limitation if he holds the property in his own name, it is difficult to see why 
there should be a different treatment in regard to ‘‘collapsibility.’’ 7® An abso- 
lute objective standard also does not take into account a change of intent or 
motive.8° Even though a corporation was not intended to be collapsible and 
was operated for a number of years, it is possible that it could be availed of 
thereafter so as to convert ordinary income into capital gains. This test fails 
to prevent conversion of ordinary income and creates a questionable standard 
on the corporate level. 


THe ‘‘FRAGMENTATION’’ APPROACH 


Although the Technical Amendments Act of 1958 did alleviate some of the 
hardships that existed under the 1954 Code, it failed to make any compre- 
hensive change in the treatment of a collapsible corporation. In the latter 
part of 1957 an Advisory Group to the Subcommittee on Internal Revenue 
Taxation recommended the complete repeal of section 341 and the adoption 
of an entirely different approach.®! 

The proposed section restricts its applicability to situations where the un- 
realized gains are substantial in relation to the net worth of the corporation, 
by defining a collapsible corporation as one where the unrealized appreciation 
on section 343 assets (section 341 would be repealed and section 343 enacted 


77 Glickman v. Comm ’r, 256 F.2d 108, 111 (2d Cir. 1958) (construction means all con- 
struction required to perform the contract completely) ; Max Mintz, 32 T.C. No. 61 (June 
17, 1959) (all construction required to perform the contract completely) ; Edward Weil, 
28 T.C. 809, 815 (1957) (construction includes all periods until completion of construction, 
and not something less), aff’d, 252 F.2d 805 (2d Cir. 1958). 

78 Rev. Rul, 56-137, 1956-1 Cum. Butu. 178. 

79 Undoubtedly Congress wished to preserve the corporate entity and the basic scheme 
of liquidation; it merely wished to discourage the use of the temporary corporation as a 
tax-saving device. 

80 For a comparison of the treatment of intent where dealership is concerned, see note 55 
supra. 

81 Hearings Before the House Committee on Ways and Means on Proposed Amendments 
and Report on Corporate Distributions and Adjustments, 85th Cong., 2d Sess., pt. 3, 2462- 
2574 (1958). 
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in its place by the proposed bill) is above 15 per cent.8? The definition of sec- 
tion 343 assets would include all assets except (1) money, (2) property (other 
than section 1231(b) assets) which would produce a capital gain, and (3) 
1231(b) assets used in the trade or business if there is, in the aggregate, a net 
unrealized appreciation.®* To avoid the possibility that dealers in property 
included in the latter two categories might try to avoid a dealer status and get 
capital gains treatment by putting such assets in corporations, there is a 
provision which would include the property as section 343 assets if the share- 
holder holding such property could not get capital gains treatment.§* The 
theory is to include all property which would result in ordinary income if 
sold at a gain and thereby, if the unrealized appreciation is substantial, pre- 
vent the conversion of ordinary income into capital gains. 

Much of the foregoing was enacted into law in 1958,®5 but the major por- 
tion of the proposal requiring ‘‘fragmentation’’ of income into its component 
parts was completely omitted. The following is a brief outline of its applica- 
tion in eases of sale of the corporate stock or liquidation of the corporation. 

Where the corporate stock is sold, the resulting gain would be apportioned. 
The portion applicable to the unrealized increment in section 343 assets would 
be ordinary income, and the remainder would be taxed as a capital gain.®® 
If the purchaser liquidated his stock at this point, he would have no gain or 
loss. If the stock is resold after there has been an increase in unrealized appre- 
ciation of section 343 assets in addition to other assets, the resulting gain 
would be apportioned, based on increments occurring after the original pur- 
chase.8? 

In the past, on a liquidation the basis of the property received was its fair 
market value and gains would be recognized to that extent.8* Under the new 
proposal, there are three possible valuations. Basically, although the gain 
realized would be based on fair market value, it would be recognized only to 
the extent that the corporate basis for the property exceeds the basis of the 
stock. In such a case the property in the hands of the shareholder would re- 
tain the corporate basis.8® Fair market value would be used in cases where 
such value is less than the stock basis and where it is below the corporate basis 
but higher than the stock basis.°° The property is given the basis of the stock 


82 Proposed Bill, Section 343 (e) (2), id. at 2476, 2531-2532. 

83 Proposed Bill, Section 343(d) (1), id. at 2475. 

84 Proposed Bill, Section 343 (d) (3), id. at 2476, 2534-2535. 

85 I.R.C. § 341(e) (1) through (5) (1954). 

86 Proposed Bill, Section 343 (a) (1), Hearings, note 81 supra, at 2474, 2525-2526. 

87 Proposed Bill, Section 343(a) (2), Hearings, note 81 supra, at 2474-2475, 2528. 

88 I.R.C. §§ 331, 334(a), and 1001 (1954). 

89 Proposed Bill, Sections 331(b)(1)(A) and 334(a) (2), Hearings, note 81 supra, at 
2470-2471, 2474-2475, 2522-2525. In an example where the stock had a basis of $10,000 and 
the property had a corporate basis of $25,000, and a fair market value of $30,000, a gain of 
$20,000 would be realized, but only $15,000 would be recognized. The basis of the property 
in the hands of the shareholder would be $25,000. 

90 Proposed Bill, Sections 331(b) (1) (A), 331(b) (3), and 334(a) (2). In the illustrative 
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when the corporate basis is lower and the fair market value is higher than the 
stock basis.®! Since in the event there is a gain, the property is evaluated at 
the corporate basis unless the fair market value is less or the stock basis is 
higher, the problem of the basis being ‘‘stepped-up’’ at capital gains rates is 
alleviated. The difference between the stock basis and the basis of the prop- 
erty is picked up by the shareholder as a capital gain.®” 

But special treatment is necessary in certain cases. Where there is a dispro- 
portionate distribution of section 343 assets between the shareholders in a 
complete liquidation, in order to prevent the distribution of the section 343 
assets to those shareholders with the highest stock basis, it was necessary to 
provide that each shareholder use the fair market value as the basis of the 
property received. The resulting gain, the difference between the market value 
and the stock basis, would be apportioned. The portion bearing a ratable share 
of the unrealized appreciation in section 343 assets would be ordinary in- 
come.®* In the case of partial liquidations and stock redemptions, a dispropor- 
tionate distribution of assets might result in difficulties. Instead of attempting 
to tax all shareholders based on their ratable proportion of section 343 assets 
where they may have received no distribution, the Committee found it more 
feasible to recommend that the transaction be treated as a sale by the corpo- 
ration to the withdrawing shareholder, resulting in ordinary income to the 
corporation.** Where there is a liquidation under section 337, the assets re- 
ceived are picked up at their market value. The resulting gain must therefore 
be apportioned between ordinary income (the ratable share of each share- 
holder in the gain on the sale of section 343 assets) and capital gains. 


CoNCLUSION 


The primary objective of the collapsible corporation provision is to pre- 
vent the conversion of ordinary income into capital gains by use of a corpo- 
rate entity. The individual and his corporations must be considered as a 
single economic unit in order to prevent the use of this device. 

Probably the ‘‘fragmentation”’ theory is best suited for this purpose. First, 


problem in note 89 supra, if the fair market value of the property distributed was $7,000, a 
loss of $3,000 would be realized and recognized, regardless of the corporate basis for the 
property. The basis of the property in the hands of the shareholder would be $7,000. In the 
same illustration, if the fair market value of the property distributed was $25,000 and the 
corporate basis of the property was $30,000, a gain of $15,000 would be realized and recog- 
nized. The basis of the property in the hands of the shareholder would be $25,000. 

91 Proposed Bill, Sections 331(b)(1)(B) and 334(a) (3). In a problem similar to the 
one in note 89 supra, if the fair market value of the property distributed was $30,000 and 
the corporate basis was $9,000, a gain of $20,000 would be realized but no gain would be 
recognized. The basis of the property in the hands of the shareholder would be $10,000. 

92 I.R.C. §§ 331(a), 1001, 1221, and 1222 (1954). 

93 Proposed Bill, Sections 331(b) (2), 334(a)(1), and 343(a)(1)(C), Hearings, note 
81 supra, at 2470-2472, 2474, and 2527. 

94 Proposed Bill, Section 343(b), Hearings, note 81 supra, at 2475, 2529-2530. 

95 Proposed Bill, Section 343(a)(1)(D) and (a) (5), Hearings, note 81 supra, at 2474— 
2475, 2527-2528. 
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it has eliminated the necessity of finding an ‘‘intent to collapse.’’ Although it 
is necessary to determine whether the individual is a dealer, such determina- 
tion is necessary properly to categorize certain assets on the corporate level. 
Secondly, a number of objective standards have been excluded from the pro- 
posed legislation. The three-year and 70 per cent tests have no applicability, 
because it is not necessary to make a finding as to intent to collapse, and the in- 
come is apportioned. Thirdly, the categorizing of income into its elements and 
taxing it accordingly more properly apportions the tax burden. Finally, this 
method avoids the possibility of gains being taxed as ordinary income where 
an individual would have a capital gain. Although the ‘‘fragmentation”’ 
theory may create some administrative difficulties in regard to apportion- 
ment of gains, such consideration seems to be outweighed by the numerous 


advantages. 
—JEROME ARTHUR SEIDMAN * 


* Member of the New York Bar. 
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